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Objects of the Society 


“To cultivate, promote and disseminate knowledge and 
information concerning accountancy and subjects related 
thereto; to establish and maintain high standards of 
integrity, honor and character among certified public ac- 
countants; to furnish information regarding accountancy 
and the practice and methods thereof to its members, and 
to other persons interested therein, and to the general 
public, to protect the interest of its members and of the 
general public with respect to the practice of account- 
ancy; to promote reforms in the law; to provide lectures, 
and to cause the publication of articles, relating to 
accountancy and the practice and methods thereof; to 
correspond and hold relations with other organizations 
of accountants, both within and without the United States 
of America; to establish and maintain a library and read- 


ine rooms, meeting rooms and social rooms for the use 


of its members; to promote social intercourse among its 
own members and between its own members and _ the 
members of other organizations of accountants and other 
persons interested in accountancy or related subjects, 
and to do any and all things which shall be lawful and 
appropriate in furtherance of any of the purposes here- 
inbefore expressed.” 


From the Certificate of Incorporation. 
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“ Sfalionals save us $50,000 a year... 
repay their cost every 8 months!” 


—ROBERT A. JOHNSTON CO., Milwaukee 


‘*Fine candies, biscuits and chocolate 


“Our National Accounting Machines save us over $50,000 a 
year, repaying their purchase price every eight months... a 
150% annual return on our investment. We have been a lead- 
ing producer of candies, biscuits and chocolates for over 100 
years (and are the world’s largest manufacturer of hot fudge). 
This indicates the volume and variety of our accounting work. 

“We use Nationals on Accounts Receivable, Accounts Pay- 
able, Payroll Labor Distribution, Sales Distribution and Anal- 
ysis, General Ledger and other accounting jobs. National's 
renarkable adaptability to all types of accounting—and the 


ease of training opera- 


tors—are also factors 
THE NATIONAL CASH REGISTER COMPANY, DAYTON 9, OHIO 


of great value to us.” 


President 


When writing tc 


advertiser kindly men 


1954 


Regardless of the size or type of 
business, National machines cut 
costs by doing up to % of the work 
automatically. They soon pay for 
themselves out of the money they 
save, then continue savings as yearly 
profit. Operators are happier be- 
cause their work is made easier. 
Your nearby National representative 
will gladly show how much you can 
save with Nationals adapted to your 
needs. Call him today! 


* TRADE MARK REG. U.S. PAT. OFF. 


Walional 


ACCOUNTING MACHINES. 
ADDING MACHINES + CASH REGISTERS 
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Registration Week .. . January 28 to February 4, 1954 
| Begins February 9, 1954 
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Professor J. H. Landman, Head of the Tax Law Department 





Federal Income Taxes for Beginners . . . J. H. Landman 
Federal Tax Clinic for Poartitioners, Revenus Agents, 
and Advanced Students. . . .. . . . . . J. H. Landman 
Federal Estate and Gift Taxes . . . . . °°. . . George G. Blattmachr 
Eetete Flemaie ... wt tlt tt lke et ee 
State and Local Taxes . . .”. . . =. +. +. +. +. Isaac Donner 
Federal Tax Bureau Practice . . . . . . =. +. +. J. iH. Landman 
Federal Tax Litigation . . . . . .. . . . . J. H. Landman \ 
Federal Income Taxes (Day Session) . . . . . . Charles L. Savage 





DEAN ALISON REPPY 
Address inquiries to the Registrar 
244 WILLIAM STREET, NEW YORK 38 
One block east of the Municipal Building e 
Telephone COrtlandt 7-9400 


























SAVE TIME AND MONEY | ° 


in the preparation of 


1953 TAX RETURNS! 


We are equipped to reproduce Diazo Prints of your 
pencilled originals at the following prices. 





U. S. 1040. . . .16 each 
U.S. 1040 D. . .06 each 
U.S. 1120... .24 each 


MINIMUM ORDER §2.00 


Jj.R.SHAYS, INC. 
PHOTOSTATS — BLUE PRINTS — BLACK & WHITES — COM. PHOTOG. 


3 Conveniently Located Plants | 


DOWNTOWN RADIO CITY e TIMES SQUARE 
Phone: BO. 9-0983 e Phone: CO. 5-2874 Phone: CH. 4-4746 
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Prices on translucent government approved forms on request 



















2 When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. Jan 








The New York 
Certified Public Accountant 
















































—_ 
EMANUEL SAxE, Managing Editor 
EDITORIAL BOARD 
GILBERT R. Byrne, Chairman 
; Max Bock JENNIE M. PALEN 
™ ‘ JosepH A. Dow Linc Leo ScHLOoss 
| BENJAMIN Harrow EARLE L. WASHBURN 
Davin ZACK 
VoL. XXIV January ¢ 1954 No. 1 
® The President’s Address to the Successful CPA Candidates— 
Alden Co "SM 6 LPR bo oidcic h cxccne ence geen ees itera dee tus copeane 
* Economic and Accounting Concepts in Break-even Analysis— 
Bestel AGO | CEA: 6b i civvas avian dba a Paes CORE De SOUR Ne eT 13 
® Principles Under Challenge—A. C. Littleton, C.P.A. ....cccccccccceccecscecces 24 
® For Whom the Cap Fits—Thomas W. Byrnes, C.P.A. oo... ccc cece cence ceeeees 29 
* Federal Income Taxation— 
Significant Government Rulings and Court Decisions of 1953, I—Government Rulings— 
Jagk> Séllosset: GP Ais ces s0i0.0s Sdn odbc Beton i Ctl sae 30 
The Liquidation of a Corporation—Harold Seiden, C.P.A. ...ccccccccccccceces oe 
Compensating Executives—Charles H. Friedrich, C.P.A. ......ccccccccccccccccece 46 
E * Departments— 
New York State Tax Forum—Benjamin Harrow, C.P.A. ....cccccceccccccccccess 53 
Compensation Paid Other Than in Cash . Deduction for Entertainment Expenses . . . 
Personnel Changes in the Department of Taxation and Finance . . . Committee on State 
Taxation—Technical Meeting . . . The Spin-off . . . Permanent Place of Business— 
Franchise Tax . . . Section 112 (b)(6)—Dissolutions . . . Credit for Income Taxed in 
Two States. 
Office and Staff Management—Mear Block; €:P.Ay . Vie we ee ee ae 60 
Preparing for the Auditors Cutting ane . . . Advise Individual Clients to Check Their 
Social Security Earnings Record . . . Cash Basis Accounting and Income Taxes... 
Court Denies Accountants’ Fees in I Be Bankruptcy Case. 
Payroll Tax Notes—Sasuel’S, Hess... ..cacso0k Gees dete ca bese eee eens 62 
Unemployment Insurance: Proposed Amendments for 1954... Ten Dollar Wage Report 
Penalties for Late Filing LO 12 Returns . Voluntary Contributions to Off-Set Negative 
Account iene - « « Recent Unemploy ment Insurance Court Decisions—Termination of 
5 3 Liability . . . Federal Unemployment Tax Reports . . . Federal Payroll Tax Employer’s 
: Guide. 
BGG REVIEWS) ok ce. bcs, 06:0 a+ 0 sau ose 0-0 Om gtStAIR aceberace aoe oT eee ate lean eee 
6 








Society and Editorial Offices: 677 Fifth Avenue, New York 22, N. Y. 


Copyright, 1954, BY THE NEW YORK STATE SOCIETY OF CERTIFIED PUBLIC ACCOUNTANTS 









HOW YOUR 






q % Per Year 


2 Savings Dividend 


ON FUNDS 
WHICH MAY 
NOW BE 
LYING IDLE 


CORPORATION OFFICERS often look for 
places where they can invest surplus 
funds, trustee funds, funds for deprecia- 
tion, self-insurance funds, reserves for 
taxes, lease deposits, etc. 

A NINTH FEDERAL Corporate Fund 
Account provides security of principal, 
availability and reasonable return. (Sav- 
ings dividend at 2%% per year, cred- 
ited semi-annually.) To conserve divi- 
dends, passbook loans are available. Up 
to $10,000 insurance per account by 
Federal Savings and Loan Insurance Cor- 
poration. As many accounts as desired 
may be fully insured if held in trust for 
different beneficiaries. For example: 
lease deposits held in trust for tenants. 
DESCRIPTIVE FOLDER CP-3 is waiting for you. Phone 


or write Edgar R. Tostevin, Vice-President, or visit 
either of our two convenient Savings Centers. 


RESOURCES 
OVER 
N INTHE $60,000,000 
FEDERAL SAVINGS © 
AND LOAN ASSOCIATION 











AT TIMES SQ. FACING U:N. 

1457. B'WAY. Ist Ave.—45th St. 

- Hours—9 to 3  Hours—9 to 3 

sone 9 10 6 Wednesday. 9 fo 7 
ek TI 
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BOOK REVIEWS 


Tax Planning for Foundations and 
Charitabie Giving 


By William J. 
Walter Lord. 
Roslyn, N. Y., 

(8% x 11); $12.50. 





Casey, J. K. Lasser and 
Business Reports, INc. 
1953. Pages: 234 


In our rapidly growing bibliography of tg 
literature, the trend from general to speci 
has become increasingly apparent. Cons 








quently, the emergence of a hitherto rath 
esoteric topic as a full scale volume is 
too surprising to tax men, especially since 
dramatically points up a modern sociologi 
phenomenon which they have been aware 
for some time. The latter, brought about 
over-burdensome taxes, is characterized 
the authors as “inroads on individual fr 
dom and on the strength and integrity 
private institutions” by “socialistic and s 
socialistic forces.” To counteract this sit 
tion, carefully planned charitable  givi 
funds and foundations are suggested 
clearly demonstrated. 


The collaboration of three prominent 
thinkers has produced a work which yw 
be warmly welcomed by executives, 
porations, businessmen, and fund-raisers, 
well as colleges, hospitals, foundations 
other objects of bounty, and their adviso 
Through analysis of the ingenious tax pla 
ning of financial titans, individual and c 
porate, for “saving by giving”, there 3 
synthesized tax avoidance programs suit 
to Everyman or Everycorporation. The 
fits therefrom are not limited to reduction 
income, gift and estate taxes, but extend 
the retention. of family businesses wh 
might otherwise be lost to the heirs, to § 
furtherance of research, to the pees 
customer relations, and to the improvem 
of employee relations. A number of per 
nent decisions are reviewed, and many 
falls presented by cases and statutes 3 
highlighted throughout the book, thus ale 
ing the reader to the importance of st 
adherence to the Code in_ this pel 


Q 




















planning. 3 
\s is characteristic of most of Mr. Lasse 
books, this study has been prepared wi 
remarkable simplicity of style and clarity 
presentation. Similarly, the many statute 
references which one might expect to fi 
in a work of this sort have been avoid 
thus perhaps limiting, but not precluding, 
usefulness as a tool for tax practitione 
Numerous helpful charts, outlines, formulg 
analyses, guides and check-lists have b 
included, and comprehensive specimen fo 
of by-laws, a charter, a trust agreement a 
filled-out Treasury forms are presented 
the Appendix, along with a list of st 
statutes allowing corporations to make gil 


to charity. 
(Continued on page 5) 
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(Continued from page 4) 


The book is divided into four major sec- 
tions, and section-tabbed for the convenience 
of the various groups of readers: 

Part 1, entitled “Foundation Planning”, 
concerns individuals, and demonstrates the 
use of the family foundation in keeping an 
estate intact, in retaining the family business, 
and in helping to accumulate ‘“tax-sheltered 
capital for expansion purposes”. Not con- 
fining itself to tax advantages, it presents 
the advantages to the individual which cannot 
be measured in terms of wealth, “brought 
about by a mission which captures the mind 
and the imagination, a post-retirement inter- 
est, or a worthy cause for the donor and his 
family to espouse.” A comparison of the 
operations of an individual with an annual 
income of $80,000 a year, with and without 
a foundation, presents the startling conclu- 
sion that after ten years, by contributing 
$16,000 annually to a foundation, there would 
be accumulated $192,000 for the family to 
use in charitable work contrasted with 
$52,180 for personal use without a foundation. 

Part 2, “Corporate Planning”, seeks to 
resolve the problem of charitable contribu- 
tions by corporations. It analyzes the legal 
background of corporate giving as well as 
the business questions involved. There is an 
interesting discussion of the possibility of 
turning the 5% deduction into a 100% deduc- 
tion by proving a “business purpose.” Fur- 
thermore, by establishing a foundation, a 
company can actually reduce the cost of its 
charitable contributions. An illustration dem- 
mstrates how a_ toundation created with 
today’s “cheap dollars” substantially at the 
government’s expense, will, in the long run, 
save the company approximately half of the 


as 


cost of its contributions. The corporation 
can also benefit through better research, 
happier employees, and better community 


relations ; 

Part 3, “Charitable Groups Planning”, is 
partially a sales manual for fund raisers. In 
addition, it suggests new ways for charitable 
groups to stimulate contrihutions, and how 
to suit various methods of giving to the 
needs and interests of various donors. The 
fourth section supplements the other three 
with the appendix described above. 

In short, this is a work which no college 
library, fund-raiser, or charitable organiza- 
tion should be without. It is an interesting 
study tax-wise, sociologically and psycho- 
logically and will be found to be a helpful 
preliminary to any discussion of the topic 
with clients. 

Irvinc A. GARSON 


Spring Valley, N. Y. 
(Continued on page 6) 
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Receivable Loan Department. 


The Public 
National Bank 


and Trust Company of New York 

37 Broad Street, New York 15, N.Y. 
Telephone: HAnover 2-9000 

ed Offices throughout 
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Youll like the way PUBLIC NATIONAL does business 
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JOHN R. BLADES 
INSURANCE ADVISER 
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Complete Surveys of 


Corporate Insurance Affairs 


No Insurance Sold 


744 BROAD STREET NEWARK 2,N. J. 


Established 1926 
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The Limits of Taxable Capacity 


—a symposium volume. TAx INSTITUTE 
INCORPORATED, Princeton, N. J., 1953.8 By’ 
Pages: 192; $5.00. PRE: 


This symposium of thirteen papers con- 
tains discussions of the limits of taxable 
capacity for an economy, for state and local 
governments, and with respect to income and 
death taxation. The authors do not offer any 
definite answers as to the point at which 
total taxes or particular taxes become infla- 
tionary and/or repressive in their effects. 
However, one theme which recurs in several 
of the papers is that the limits of taxable 
capacity depend, among other things, upon 
the kind of tax system used and the way in 
which it is administered. 


Included among the papers is one by Mr. 
Colin Clark, the originator of the now popu- 
lar notion that the limit of taxable capacity 
is about 25 per cent of national income. In 
this paper, written seven years after he 
formulated his original hypothesis, Mr. Clark 
contends that events have borne out his 
proposition that “high taxes” are both infla-§ 
tionary and repressive in their effects. How- 
ever, he presents little analysis or evidence; 
to support his conclusion, relying instead infor Inc 
large part on assertion to make his point. 
For example, he asserts that the incentives of 
businessmen and wage earners to produce 
have been significantly hurt by high taxes. 
But Mr. Clark does not attempt to really 
prove this still controversial proposition. 

Most of the other authors, including Dan 
Throop Smith, Monteath Douglas, Walter 
W. Heller, Lester Chandler, and Earl R. 
Rolph are more cautious than Mr. Clark in 
their statements on this complex subject. 
These authors present cogent reasons for the 
difficulty of determining the limits of taxable 
capacity and indicate that it is not very fruit- 
ful to approach the problem in terms of any 
magic percentage. 



































WILLIAM HAMovITCH 


Queens College 
Flushing, N. Y 
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Four Essays in Accounting Theory 


2 


STITUTE 
1953.8 By F. Sewell Bray. Oxrorp UNIVERSITY 


Press, New York and London, 1953. 
Pages: 94; $3.25. 
S con- 


raxable | The author is the first Stamp-Martin Pro- 
d local fessor of Accounting; the chair is itself the 
ne and#irst endowed by a professional accounting 
fer any Mody, namely, The Society of Incorporated 
which BAccountants and Auditors. 





(Continued from page 6) 


> infla-§ A chartered accountant, Professor Bray 
effects. Byas formerly a Senior Nuffield Research 
several Fellow in the Department of Applied Eco- 
axable fiomics of the University of Cambridge. In 
» UPONBhe fall of 1949, he delivered a series of 
way iNfeven lectures, one at each of the seven 
niversities in Australia; the lectures were 
ublished under the title “The Accounting 
fission” (reviewed in The New York Cer- 
ity Bified Public Accountant, May, 1952, p. 











Addressed “To Accountants Everywhere,” 
‘our Essays in Accounting Theory contains 
1e substance of the following lectures de- 
ivered during 1951 and 1952 


ut his I 
1 infla- 
How- 
videnceg Accounting Principles (given at a course 
fread infor Incorporated Accountants at Caius Col- 
point.fege, Cambridge); Company Accounting 
ives off{given before the Statistical and Social In- 
roduce@uiry Society of Ireland at the Royal Irish 
taxes, gAcademy) ; Accounting and Statistical Re- 
really tionships (given at a conference of The 
yn.  WAssociation of Incorporated Statisticians at 
ig Danpt. Hugh’s College, Oxford) ; and Account 
Walterf9 Form (given at a course for Incorpo- 


‘arl Rated Accountants at Balliol College, 
lark = 

aes The work also includes, as an Appendix, 
for ble reprinting of “The Measurement of Pro- 
faxable@uctive Efficiency”, a preliminary report by 


‘ yo sub-committee of the Incorporated Ac- 
Of any@ountants’ Research Committee. 


Examining “Accounting Principles’ we 
ITCH fjote that Professor Bray regards a prin- 
iple as a “fundamental concept 


t... a rule to guide conduct.” “Rules, 
ractices, conventions, and procedures may 
lange,” he cautions; “principles ought 


prevail.” Readers will concur with the 
rofessor that “Many .. . so-called account- 
ig principles are little more than working 
= les of practice. .. .” 


Professor Bray concludes that accounting 
GINEERrinciples are few, “at most, five in number,” 
y namely: double-entry; entity theory; con- 


nuity; consistency; and accounting design 
‘LANTA 
1ICAGO 
. LOUIS 





(Continued on page 28) 
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IT’S SO EASY... 


*TO MAKE UNSURPASSED COPIES 
FROM THE FINEST 3-DIMENSIONAL 
TRANSLUCENT TAX ORIGINALS 


New clear sharp type printing both 
on the face and THE REVERSE 
SIDE of superb translucent paper 
allows you to file a copy print you 
will be proud to sign. 

* TO SAVE MONEY AND SCARCE TYPING 
PERSONNEL. Just complete our translucent 


form in pencil and file a copy made by a 
diazo copying machine. 


* TO FILE RETURNS ON TIME. No typing or 
rechecking necessary. 



















1953 TRANSLUCENT TAX FORMS 


for all direct copying equipment 
AVAILABLE AS SINGLE PAGES OR 
COMPLETE FORMS 
PRICES AND QUALITY BEYOND COMPARE 


FEDERAL FORMS 
1040, 1040D, 1040S, 1040F, 1041, 1065, 1099, 1120, 1120D, 1120€P 
NEW YORK FORMS 
201, 205, 3CT, 3CT-1, IT-115 


Other forms, schedules, analysis sheets available 
on translucent paper 









Write now for our complete price list, order forms and samples 


CYPRESS OFFSET CORP. 
1133 Broadway New York 10,N. Y. 


WAtkins 4-6055 


Original Publishers of Translucent Tax Forms 





IT’S SO SIMPLE... 


* TO WORK WITH CONFIDENCE. Be reassured. 
Know that the forms you are using were 
the very ones submitted for government 
approval. Know too that we are working 
closely with your state Society to supply 
specimen forms to obtain approval for the 
42CT and other forms. Be sure, buy from 
those who pioneered in printing approved 
translucent tax originals. 


TO HAVE ALL THE ANSWERS. Cypress Offset 
Corp. collects all the important facts and is 
ready to furnish the answers you need. 
Write for our new booklet “1953 Author- 
ized Procedure” for a complete picture of 
the translucent tax system including new- 
est regulations. 


































BOOKKEEPERS 
UNLIMITED 
INC-AGENCY 


DIRECTED BY A C.P.A. 


RESPONSIBLE 
EXPERIENCED 
BOOKKEEPING 
PERSONNEL 
EXCLUSIVELY 


299 MADISON AVE., NEW YORK 17 


TELEPHONE: OXFORD 7-2237 














specializing in the employment requirements 
of the public accountant and his clients 


ROBERT HALF 


personnel agencies 


25-15 bridge plaza n. 
long Island city 
stillwell 6-5707 


new york city 


130 w. 42 street 
longacre 4-3834 


directed by a certified public accountant 





BUSINESS OPPORTUNITIES 
Westchester Partnership Wanted 
C.P.A., 18 yrs. diversified experience, person- 
able, Society member, residing Westchester 
County ; modest regular pri actice in addition 
to equivalent non recurring practice; has 
50% free time and ample funds available ; 
is interested in full partnership arrangement 
with active practitioner, preferably in West- 
chester County; will include guaranteed 
practice and compensate in cash for balance 
of partnership value. Suggest interview to 
evaluate services and experience. Box 675, 
New York C.P.A. 


When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. 


BUSINESS AND PERSONNEL 
OPPORTUNITIES 

Help Wanted: 

Situations Wanted: 

Susiness Opportunities: 


20¢ a word, minimum $5.00. 
10¢ a word, minimum $2.00. 
15¢ a word, minimum $3.00. 
if used, counts as three words. 
preceding date 


Box number, 


Closing Date—1l5th of 
publication. 


month 





HELP WANTED _ 





Connecticut. Good opportunity for C.P.A. 
with experience in Municipal Auditing with 
small firm in lower Connecticut. Write 
Allen Cassidy & Co., 
Bldg., Greenwich, Connecticut. 





BUSINESS OPPORTUNITIES 





Mail and Telephone Service: Desk provided 
for interviewing. $6.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue (42nd_ Street). 


Statistical Tepewetins en to 31” wide | 
Reports, mimeographing, personalized letters. 
IBM typesetting. M. E. Gitsham, 45 West 
45th Street, N. Y. 36. JU 2-4844 


Are you in need of Furnished Office, Desk 
or Mail and Phone? All available with 
complete service—use of conference and re- 
ception rooms. Stenographic service at a 
nominal fee. Mactell Service Co., 489 Fifth 
Ave. (42nd St.) New York City. MU 2-2492, 





Sensei Wanted 
C.P.A., 40, Society member, own firm, has 
available $10, 000 to $20,000 for purchase of 
practice, New York City, and vicinity. Box 
668, New York C.P.A. 














Accountants’ Reports Typed 
Accurately and Attractively! Also expert 


pry asd Lillian Sapadin, 501 Fifth ¢ 


, MU 2-5346. 


CPA. age 31, own practice, desires per 
diem arrangement with overburdened C.P.A. 
with partnership possibilities. Box 669, New 
York Cc P.A. 


New 














York Certified Public Accountant— 


young, experienced, seeks junior partnership» 


arrangement with overburdened practitioner 
or work into practice where retirement is 
contemplated. Box 670, New York C.P.A. 





STATISTICAL TYPING 
Tax Reports . . Financial Reports . . Letters 
55 West 42nd St.—Room 434—Cor. 6th Ave. 
LA 4-2230 


BURLINGTON STENO SERVICE 








TAX REPORTS TYPED 

Statistical Typing Mimeographing 
55 West 42nd St—Room 434—Cor. 6th Ave. 
BURLINGTON STENO SERVICE LA 4-2230 
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The President’s Address to the 
Successful CPA Candidates 


By Avpen C. Smits, C.P.A. 


This inspirational message of congratulation and welcome was 

delivered by our President upon the occasion of the dinner 

tendered by the Society in honor of the candidates who were 
successful in the May, 1953, C.P.A. examination. 


HIS, as you are well aware, is a 
dinner to those who successfully 
passed the CPA examination, so I feel 
certain that you who are here as their 
friends and associates will understand 
if I direct my remarks to them. In 
behalf of the officers and directors of 
the New York State Society of Certi- 
fied Public Accountants, I offer you 
new CPAs our congratulations. Those 
of us who have been through the long 
hours of preparation, the ordeal of the 
examination room, and the anxiety of 
awaiting the results, realize fully the 
extent of your substantial accomplish- 
ment and the effort you have expended 
to obtain it. Also, to you I say, “Wel- 
come to our profession and to this 
meeting tonight.” 
Commencement ‘speakers like to 
point out that a diploma is not the 





ALDEN C. SmiTH, C.P.A., is the 
President of our Society. He is a 
partner of Price Waterhouse & Co. 

This address was delivered by 
him on December 7, 1953, at the 
Hotel Roosevelt in New York City. 
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end, but the beginning. So, too, is the 
CPA certificate the beginning of a 
long period of endless work, study 
and devotion to duty if a man wishes 
to reach professional maturity. 
Accounting is a young profession, 
relatively speaking; as an organized 
profession in this country it is little 
more than a half century old. Many 
of today’s older CPAs have had an 
opportunity to work with some of its 
great pioneers and have themselves 
helped it arrive as a full-fledged pro- 
fession. Those of you who are now 
joining us as Certified Public Account- 
ants have an opportunity to make the 
profession progress still further. The 
struggle in past years to obtain the 
status of a profession has been made 
by men of great moral strength and 
good judgment. Farsightedness has 
had to be their keynote all along. Now 
achieved, its status must be maintained 
and furthered, and on you younger 
men and women falls this obligation. 


That sounds like a big order, doesn’t 


it? But the profession will not pro- 
gress unless you make it. 
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To your work, you are now able to 
bring the prestige of a Certified Public 
Accountant. The key word is “Certi- 
fied”. It signifies that the man or 
woman described as a CPA has been 
formally trained in the arts and skills 
of modern accounting, and that his 
qualifications as public accountant 
have been attested to by the state. 
Although the needs for accounting ser- 
vices have changed during the years, 
and the scope and form of the profes- 
sion’s services have been altered ac- 
cordingly, the CPA’s standards and 
basic functions are stable. That is the 
prestige you have fallen heir to by 
your hard work. But hand in hand 
with this prestige goes responsibility. 
You must be continuously aware of 
the great responsibility that you have 
assumed; technical responsibility to 
maintain and improve standards of 
performance and_ service to your 
clients; moral responsibility to be 
honest, forthright and independent ; 
legal responsibility as an expert and 
giver of an opinion; and, of course, 
responsibility to adhere to your pro- 
fession’s code of ethics. 

To your professional activities you 
can contribute much, and in turn profit 
greatly. We of the New York State 
Society earnestly hope that you will 
affiliate with us and help us on our 
committees and in our activities. By 
contributing your ideas and your 
efforts to the professional organiza- 
tions you further the work of your 
profession. Some of you also will wish 
to be active in the equally important 
fields of writing, research or teaching. 
But again participating in activities in 
turn implies responsibility. Responsi- 
bility to keep yourself informed of 
progress in all fields of accounting by 
habitual reading of professional jour- 
nals; by discussion with your asso- 
ciates and by your own thought. These 
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activities and habits are an essential 
part of your job of promoting your 
profession. 

To your participation in public 
affairs and to your private lives you 
bring the reputation of the CPA. Your 
friends and acquaintances will often- 
times judge the whole profession by 
your impression on them. By being 
good citizens and contributing your 
abilities to activities in your local com- 
munity you will help keep your reputa- 
tion and that of all CPAs on a high 
level. By maintaining your personal 
standards of honor, integrity and char- 
acter you do your part toward helping 
the accounting profession progress. 

A few people can do a lot, but unless 
all of us, to the best of our ability, 
apply ourselves to our work, to our 
professional activities, to our participa- 
tion in public affairs, and to our private 
lives, the progress of accounting will 
not be what it should and can be. 

! have referred to responsibility and 
I want to emphasize it by quoting from 
an address by a former chairman of 
the Securities and Exchange Commis- 
sion: 

“History has thus thrust the accountant 
into a crucial role. Management, labor, 
conflicting groups of investors, potential 
investors, and governmental interests make 
vital decisions based on the story told by 
the accountant. Yet the accountant is no 
mere reporter who sits by the sidelines 
giving a play-by-play description of the 
business. Save in the simplest kinds of 
business he has been given a task which 
embraces interpretation as well as mere 
recording; judgment as well as mere tab- 
ulating; art as well as science. 

“What does this add up to? Perhaps 
the simplest way of putting it is to say 
that the accountant’s position has become 
a position of power. In this regard history 
has an even hand; with power she doles 
out responsibility.” 

That responsibility you have now 
assumed. It is the challenge I leave 
with you. 
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Economic and Accounting Concepts 
in Break-even Analysis 


By Lester AGELoFrF, C.P.A. 


1 realistic analysis of the behavior of costs under various condi- 

tions of volume, though difficult, must be accomplished with fair 

accuracy if a company expects to survive a period of intense 
competition. 


Introduction 


One of the basic problems facing 
business enterprise at all times is that 
relating to the regulation of the size 
or scope of operations. Should that 
large order be taken at a cut price? 
Is it advisable to add other products 
to the line? What is the effect of 
additional volume on costs (and prof- 
its) ? What is the optimum output to 
be attempted for maximization of 
profits ? 

The techniques generally used by 
accountants for the solution of these 
and other related problems are the 
break-even analysis and the variable 
budget. Essentially, the use of any 
analytical technique for the examina- 
tion of accounting data means selection 
of an economic, mathematical, or log- 
ical model, and fitting the data to con- 





Lester AGELOFF, C.P.A., was em- 
ployed for several years in public 
accounting in New York City, and 
is at the present time with Jacob 
Finkelstein and Sons, Woonsocket, 
R. L, in the capacity of Comptroller. 

He received his B.B.A. in Ac- 
countancy and his M.B.A. in Statis- 
tics from The City College of New 
York. At the present time he is a 
doctoral candidate at the Graduate 
School of Business Administration 
at New York University, preparing 
a dissertation on the applications of 
statistics in auditing. 

He is a member of Beta Gamma 
Sigma, the American Statistical 
Association, and the.N.A.C.A. 
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form to the model. The closer the 
model approximates the actual condi- 
tions, the better the chance of a correct 
answer resulting from the analysis. 
Often, the analysis may fail because 
the model has no basis in actual fact. 
The result of many computations can 
thus be a mere exercise in arithmetic. 


Faults of a Common Method 
of Analysis 


As a case in point, consider the 
common formula for finding the break- 
even point, as given by many texts: 

l‘ixed Costs 
Break-even point = oon 
Variable Costs 


| ee 





Sales 


What model is inherent in this equa- 
tion? The model assumes: 
a. a fixed, linear relationship be- 
tween variable costs and output; 
b. a fixed cost, constant for all pos- 
sible outputs ; and 
c. a non-varying unit price for all 
possible outputs (i.e., a market 
that will absorb any quantity 
produced without price fluctua- 
tions ). 


This model is illustrated by Figure I. 


It seems hardly necessary to point 
out that fixed costs seldom remain 
fixed over all outputs or for any one 
output over a period of time; that vari- 
able costs can vary with output in 
constant or changing ratios; and as 
for expanding output without affecting 
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price, this can be done only at the 
expense of more intensive sales effort 
and higher selling costs, the alternative 
being any one of the innumerable 
devices presently employed by over- 
expanded producers: markdowns, pre- 
miums, price-cutting, “dumping”, and 
so forth. 

Since this model cannot be said to 
reflect real conditions, except in very 
limited applications, the usual analysis 
based upon it is worthless. Worse, it is 
dangerous if used as a basis for action. 


Difficulties Inherent in 
All Break-even Analysis 


Before proceeding with more pre- 
cise methods of analysis, it would be 
well to examine some of the difficulties 
inherent in all studies of this nature. 

Basic to the entire analysis is the 
problem of measuring volume itself. 
There is no one solution to this prob- 
lem which fits all applications equally 
well. Dollar sales may be used, but 
obviously this is affected by price 
changes. Number of units produced 
is a common measure—which can be 
affected by changes in the end-product 
or by differing proportions of end- 
products. Number of labor- (or 
machine-) hours is another common 
measure of activity, subject to error 
because of variations in methods of 
manufacture or in efficiency. The 
selection of a measure of output is a 
very important decision. . 

Another difficulty is the concept of 
fixed cost. A truly fixed cost just does 
not exist. All so-called “fixed” costs 
are “fixed” as a result of management 
decision, and these decisions are sub- 
ject to constant review. Fixed costs 
vary in time as the conditions of pro- 
duction change. A truer picture of the 
nature of fixed cost can be gotten by 
considering that all the costs of pro- 
ducing an item may be arranged as a 
series of factors which respond to 
changes in economic conditions and to 
changes in output. These factors may 
be listed in series with those costs 
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varying instantly with output at the top 
of the list, those costs varying slug- 
gishly with output at the middle of the 
list, and those costs varying impercep- 
tibly with output at the bottom. To 
classify some costs as variable and 
some as fixed is clearly a matter of 
arbitrary definition, since it means 
drawing a line somewhere through a 
column of costs, each differing in vari- 
ability but very slightly from its neigh- 
bors immediately above and below. 

Thus the consideration of any costs 
as fixed is valid only for a limited 
period of time, and under given condi- 
tions of plant usage, efficiency, man- 
agement policy, cost of factors of 
production, and selling price of output. 
Any analysis based on these “fixed” 
costs should state clearly the assump- 
tions inherent in their classification. 
Since these factors vary from year to 
year, the break-even point computed 
on such a basis will also vary. If the 
fluctuations of the break-even point 
are charted as a time series, they can 
provide a useful tool of analysis, 
reflecting the effect of management 
policy and outside economic factors on 
the company’s ability to withstand 
sudden economic misfortune. Because 
of the difficulties of such an analysis, 
the status of each year relative to the 
prior years might have more signifi- 
cance than the height of the curve at 
any given point in time. (See Figure 
II.) 

The same economic factors that 
affect fixed costs also have their effect 
on variable costs. Thus, any study of 
the fluctuation of variable costs with 
volume must take into account changes 
in methods of manufacturing, cost 
prices of the factors of production, 
and composition of output or type of 
end-product. 


Three Methods of Collecting Data 


The problem of analyzing variation 
of costs with volume has two distinct 
parts. One is the gathering of correct 
data on cost behavior. The second is 
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Figure III: 


Illustration of Statistical Correlation Technique 


of Determining Fixed and Variable Portions of Costs 
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the interpretation of these data through 
the use of appropriate models. There 
are three basic methods of assembling 
cost data: the analytic, the historic, and 
the synthetic. 


The analytic method: an examina- 
tion of the company’s general ledger, 
segregating costs into fixed and vari- 
able categories. This method has all of 
the drawbacks mentioned above, and 
any conclusions reached are valid only 
for a limited period of time and within 
a limited range of output. 


The historic method: an analysis of 
the behavior of costs in relation to past 
fluctuations in volume. This analysis 
is commonly carried out by using 
statistical correlation techniques relat- 
ing each cost component to some 
measure of activity. Any variation in 
methods of manufacture, composition 
of output, or cost-prices of factors of 
production during the period under 
analysis introduces a factor of error 
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unless data are adjusted to take these 
changes into consideration. (See 


Figure III.) 


The synthetic method: makes use of 
engineering studies to determine what 
the behavior of costs should be under 
various conditions of volume. It is 
superior to the other two methods be- 
cause it establishes efficiency goals 
which can be used for control pur- 
poses. However, if the production 
economies envisioned in the engineers’ 
projections are not actually realized, 
the picture of costs which is presented 
is an unrealistic one. 

In actual practice the method of 
analysis is usually a combination of 
two or all three of the methods out- 
lined above. No accounting or statis- 
tical treatment is complete without 
setting performance standards for the 
future. And any engineering analysis 
must refer to past performances of 
costs as a basis for study. If the analy- 
sis covers a wide range of output, it 
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will most probably consist of statistical 
study of past costs, accounting analysis 
of costs at present levels of operations, 
and engineering projections of future 
costs. 


Use of Models in Interpretation 
of Sales Data 


The part of break-even analysis 
which is usually least-scientifically 
treated is the estimate of the behavior 
of sales under various assumptions of 
output. In the conventional break-even 
analysis, the sales curve is represented 
by a straight line extending indefinitely 
to the upper right-hand corner of the 
page. This is an assumption that the 
market can absorb an indefinite quan- 
tity of output at constant unit prices. 
Under certain conditions this may be 
true. Generally it is not. 

The only sensible approach to the 
problem is to analyze the market for 
the product. This can range from the 
most elaborate market research job 
undertaken by a large company to a 
more modest sales analysis by a smaller 
company. Generally, the sales manage- 
ment of any company knows what type 
of market faces the product: whether 
it is necessary, in order to dispose of 
the additional output, to 

a. just offer the additional goods 

for sale in the normal way 

b. exert a greater-than-proportional 

selling effort 

c. sell the additional output in an- 

other market at a cut price 

d. cut prices for all units sold 

e. develop other channels of distri- 

bution. 


Each one of the methods means that 
the product is facing a unique type of 
sales (demand) curve, and the sales 
model should be set up to emulate the 
particular demand situation facing the 
seller. The various types of sales 
curves are illustrated in Figure IV, 


1 Any change in the conditions affecting 


page 18, with the diagrams lettered to 
correspond to the five types enumer- 
ated above. 

Another factor to be considered is 
the effect of economic conditions on 
the marketing of the product. Just as 
the above cases illustrate the effect of 
internal policies designed to deal with 
various static conditions (variously- 
shaped demand curves), dynamic eco- 
nomic conditions (inflation-deflation, 
for example) will affect sales in a 
manner entirely autonomous from 
efforts of the sales management. The 
nature of economic conditions will 
affect the prices at which the goods 
may be sold. The diagram in Figure 
V illustrates the effect of outside eco- 
nomic forces on a sales curve. Any 
break-even analysis which projects 
changes in sales volume due to extran- 
eous economic forces must take into 
consideration variations in selling 
prices (and in costs) which these fac- 
tors may produce. 


Use of Models in the Interpretation 

of Cost Data 

There is one assumption that is basic 
to the entire problem of analyzing cost- 
volume relationships: this is the 
assumption that there is an optimum 
level of production when viewed on 
the basis of minimizing unit costs. Or, 
stated in another way, for a particular 
end-product or groups of end-products 
being produced in a plant of stated 
characteristics, there is one particular 
level of production at which unit prod- 
uct costs will be at a minimum.’ This 
optimum level of production might be 
at one particular point—x units per 
year—or it may obtain over a wide 
range of output—x units +y%—but 
nevertheless, a point will finally be 
reached as an enterprise expands its 
production with given facilities, where 
unit product costs will begin to rise. 

Similarly, as a company expands its 
productive capacity, it will tend to 


production will of course result in a shift in 


the optimum level of production; this includes changes in product-mix, type of output, or 


methods of production. 
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Figure IV: Illustrations of Sales Curves under Various Market 
Conditions (Letters refer to description in text) 
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Total Sales Volume 
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encounter lower unit costs only up to 
a certain point. A stage is finally 
reached in the expansion of manufac- 
turing facilities where the plant tends 


to become unwieldly in size and dis-- 


economies in costs must result from 
further growth. This situation can be 
met only temporarily by changes in 
methods; eventually it must be cor- 
rected by the creation of smaller auton- 
omous production units within the 
larger corporate body. This practice 
which is now prevalent in American 
industry serves as proof that just as 
there is a most economic level of pro- 
duction for a plant of given size, there 
is also a most economic size of plant. 
What this means to the cost analyst 
is that the model to be used in the 
interpretation of unit cost data must 
reflect this universal tendency of costs 
to reach a minimum and then to 
increase as volume expands. A typical 
unit cost curve is illustrated by Figure 
VI, and a curve illustrating the unit 
costs obtained in variously-sized plants 
in Figure VII.2 In Figure VII, each 
crescent-shaped segment of the larger 
curve represents a particular size of 
plant with its own cost conditions. 


TABLE I: 


These curves represent a model for 
the analysis of costs on a unit-cost 
basis. The conventional accounting 
analysis of costs and volume deals with 
total costs and total sales. The two 
methods of analysis are easily inter- 
changeable, as the numerical example 
that follows will illustrate (Table I 
and Figures VIII and IX). 


This illustration carries the concept 
of economic size to its logical conclu- 
sion: there must be two break-even 
points for every given set of cost and 
volume data; the first one is reached 
when rising revenues offset slower- 
rising costs, and the second one where 
rising costs again catch up to revenues. 


Cost and Volume Data as a Basis 
for Decision-Making 


The two methods of charting break- 
even points can each be extended as a 
tool to aid managerial decision in the 
area of planning of the optimum level 
of production based on the criterion of 
maximum profit. The most profitable 
level of output is not necessarily that 
level where unit costs are the lowest, 


HyYPpoTHETICAL SALES AND Cost Data ILLUSTRATING RELATIONSHIP 
BETWEEN ToTtTaL Cost AND Unit Cost METHops oF ANALYSIS 











Average ee a 

a ae Production Costs—Dollars 7 Selling Bae Peyote , 
Output Volume Fixed Variable Total Price Fixed Variable Total 
1,000 150,000 240,000 80,000 320,000 $150.00 240.00 80.00 320.00 
2,000 300,000 240,000 160,000 400,000 150.00 120.00 80.00 200.00 
3,000 450,000 240,000 240,000 480,000 150.00 80.00 80.00 160.00 
4,000 600,000 240,000 320,000 560,000 150.00 60.00 80.00 140.00 
5,000 750,000 240,000 400,000 640,000 150.00 48.00 80.00 128.00 
6,000 875,000 265,000 500,000 765,000 145.83 44.17 83.33 127.50 
7,000 990,000 265,000 625,000 890,000 141.43 37.86 89.29 127.15 
8,000 1,085,000 270,000 750,000 1,020,000 135.63 33.75 93.75 127.50 
9,000 1,170,000 275,000 875,000 1,150,000 130.00 30.56 97.22 127.78 
10,000 1,245,000 280,000 1,000,000 1,280,000 124.50 28.00 100.00 128.00 


2 This latter has been termed a “planning curve” inasmuch as it represents the cost 
conditions as seen by a new firm entering an industry with no prior commitments as to plant 
and equipment. Economic literature abounds with ‘theoretical discussion of such cost curves; 
see, for example Meyers, A. L., Elements of Modern Economics, N. Y., Prentice-Hall, 1941, 
pages 145-174 (cost curves) and especially pages 145-146 (planning curves). 
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Figure VI: A Typical Unit Cost Curve 
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Figure VII: Planning Curve Illustrating Projected 
Unit Costs for Various Sizes of Plant 
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Economic and Accounting Concepts in Break-even Analysis 


although it is generally at some point 
in that neighborhood. Revenues are 
always as important as costs in this 
regard. It will always pay a producer 
to keep manufacturing goods, even 
under conditions of increasing costs, 
as long as he can get as much or more 
for the last unit produced as the cost 
to manufacture it. 

This is the concept of marginal (or 
incremental) costs and revenues. The 
maximum profit is attained at that 
volume of business where marginal 
costs equal marginal revenues. Mar- 
ginal costs and revenues may be de- 
rived from the total cost and revenue 
schedules by a process of subtraction 
of successive entries. Since the 
schedules are constructed in intervals 
which represent large numbers of units 
produced, in effect, what is gotten by 
this computation is the total incremen- 
tal cost and revenue over the entire 
interval. This is usually accurate 
enough for practical decision-making 
purposes, especially if the intervals are 
kept relatively small. Table II illus- 
trates the computation of optimum out- 
put based on the data of Table I. 

The two sections of Table II illus- 
trate that the maximum profit will be 
attained at a total production of from 
5,000 to 6,000 units. If the precise 
location of this point must be deter- 
mined, it can be established by a more 


range 5,000-6,000 units. However, this 
is not always a fruitful procedure, in- 
asmuch as the difficulties of collecting 
accurate cost data and sales estimates 
(which have been mentioned earlier) 
may produce results which are in them- 
selves only close approximations, and 
thus probably the most accurate assess- 
ment of the available facts would be 
the simple statement that “the optimum 
output lies in the interval 5,000-6,000 
units”. Of course, where there is a 
basis to depend on the accuracy of the 
available information, a more detailed 
analysis will be practicable. 


Cost and Volume Data for 
Control Purposes 


Given the information as to the 
probable location of the maximum- 
profit level of operations, management 
sets its plans accordingly. 

It is at this point that use is made 
of the budget as a device for control- 
ling operations. If the company is in 
a position to control the volume of its 
output and sales (or if it can sell the 
output required for maximum profit), 
it will budget these operations at the 
most profitable level, and set up a 
fixed budget to analyze and control its 
operations. This budget is called 
“fixed” because a definite sales goal is 
set for the period, and all costs of pro- 

















detailed analysis of sub-intervals of the duction and administration are pro- 
TABLE II: 
CoMPUTATION OF OpTIMUM OutTPuUT: DATA OF TABLE I 
A: By Method of Total Profir B: By Marginal Income Method 
Units ° - Total (All data per 1,000 units)* 
of Total Total Profit Marginal Marginal Marginal 
Output Costs Sales (Loss) _ Costs _ Revenues Income 
1,000 $ 320,000 ~ $ 150,000 ($170,000) 
2,000 400,000 300,000 ( 100,000) $ 80,000 $150,000 $70,000 
3,000 480,000 450,000 ( 30,000) 80,000 150,000 70,000 
4,000 560,000 600,000 40,000 80,000 150,000 70,000 
5,000 640,000 750,000 110,000 80,000 150,000 70,000 
6,000 765,000 875,000 110,000 125,000 125,000 -0- 
7,000 890,000 990,000 100,000 125,000 115,000 (10,000) 
8,000 1,020,000 1,085,000 65,000 130,000 95,000 (35,000) 
9,000 1,150,000 1,170,000 20,000 130,000 85,000 (45,000) 
10,000 1,280,000 1,245,000 ( 35,000) 130,000 75,000 (55,000) 





* Nore: Average marginal cost and revenue for one unit may be obtained by dividing 


lata in last three columns by the number of units in each interval (1,000). 
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Figure VIII: Total Cost and Sales Analysis based on Data of 











Table I 
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Figure IX: Unit Cost and Sales Analysis based on Data of 
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Unit Selling $350- 
Prices and Costs 
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275- UNIT 
COSTS 
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Economic and Accounting Concepts in Break-even Analysis 


jected on the basis of achieving that 
sales goal. 

However, if the company cannot be 
sure of selling successfully the out- 
put required for maximum profits 
(whether because of unfavorable mar- 
ket conditions, or because of an inade- 
quate sales organization, for example ) 
it will attempt to manufacture and sell 
as much of its product as it can, con- 
stantly striving to reach the optimum 
level of operations. In such a case, its 
operations would be controlled by a 
variable budget. The variable budget 
is so named because it makes no pro- 
jection of sales volume, but provides 
data as to the expected behavior of 
costs and expenses at every probable 
sales volume. 

oth the fixed and variable budget 
recognize the variability of costs with 
volume in their analysis of deviations 
of actual from expected costs and 
expenses. These deviations are termed 
“variances” and for a fixed budget the 
variances are analyzed into three 
categories: ; 


Volume Variance—differences due 
to changes in volume from the 
expected volume for the period; 

Cost and Price Variances—differ- 
ences caused by changes in cost 
prices of materials purchased from 
budgeted cost prices; and by 
changes in selling prices of output 
from budgeted selling prices; 

Efficiency Variance—remaining var- 
lance after the effect of volume 
and price changes has been sub- 
tracted : a measure of the efficiency 
of the manufacturing, selling, and 
administrative organization. 


The variable budget, inasmuch as it 
consists of tables or formulae that give 
the budgeted costs at each volume, al- 
ready has taken into account the 
volume variance. Therefore, only the 


cost-price and efficiency variances have 
to be computed in the analysis of 
operations. 

A budget, and computed budget vari- 
ances, is an effective tool of managerial 
control, inasmuch as it clearly sets 
forth those cost and expense areas 
which i:equire remedial action. Man- 
agement no longer has to scrutinize an 
entire profit and loss statement; it can 
concentrate on those departments and 
those expenses that show red efficiency 
variances. In a modern complex 
organization, this is a vital time-saver. 


Conclusion 


Break-even analysis is an area of 
managerial accounting where very 
fruitful results may be obtained. The 
operation of a successful budgetary 
system means the difference between 
an accounting system which is only an 
historical record, and one which is a 
most important adjunct of manage- 
ment. 

Basic to any workable budget control 
is a realistic analysis of the behavior 
of costs under various conditions of 
volume. This analysis should contain 
within itself a statement of efficiency 
goals which are set for future opera- 
tions, so that the result which is aimed 
at is a desirable one for the company. 
When the behavior of costs is ana- 
lyzed, the underlying economic factors 
must always be kept in mind. Any 
budgetary system which fails to be in 
accord with the forces affecting the 
economy, the industry, and the par- 
ticular firm is subject to grave error. 

Despite all the difficulties inherent 
in making an accurate analysis and 
projection of the behavior of costs 
with volume, this task is one which 
must be undertaken and done with 
some degree of accuracy if a:company 
is to successfully plan its survival in 
a period of intense competition. 
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Principles Under Challenge * 
By A. C. Litt.eton, C.P.A. 


It is the author's view that accountants know that profit results 

from the interactions of management action and economic 

change. However, they believe that an attempted separate 

calculation of the two causative forces is unwarranted ; also, 

that no suitable. methodology is available for convincingly 
making such separate calculations. 


AS an historical fact there undoubt- 

edly has been some drifting away 
from strict adherence to invested cost 
in accounting. A question of more im- 
portance is whether further drifting 
might not undermine, rather than en- 
large, the service accounting is able 
to render. 

Will successive and progressive de- 
partures from cost decisively weaken 
the power of accountancy and account- 
ants to maintain and extend high 
standards of accounting objectivity ? If 
a weakening of objectivity should de- 
velop, would it mean that financial 
statement figures could then be made 





A. C. Litrieton, Ph.D., C.P.A., 
is Professor (Emeritus) of Ac- 
countancy, University of Illinois, 
residing in Denver, Colorado. He 
is author of “Structure of Account- 
ing Theory” and co-author of “In- 
troduction to Corporate Accounting 
Standards”, and has written exten- 
sively in the fields of accounting 
theory and history. Dr. Littleton is 
a member of the American Institute 
of Accountants and is a past presi- 
dent of the American Accounting 
Association and former Editor of 
The Accounting Review. 

This paper is a sequel to a paper 
on the subject, “Inductive Reason- 
ing in Accounting”, previously pub- 
lished in the August and November, 
1950, issues of this magazine. 











more nearly what persons at interest 
wished them to be? 

Accounting restraints that help mini- 
mize wishful, willful figures take the 
form of pressure from accountants for 
practices which conform to generally 
accepted accounting principles. The 
principles most likely to be useful in 
restraining undue departures from 
good accounting practices may very 
well be principles which disclose the 
close-knit logic that is present in the 
interrelation of desirable ends and 
suitable means for achieving those 
ends. These would be useful because 
good objectives (desirable aims) are 
more persuasive than customary pref- 
erences. 

The Two Principles Reexamined 

Two principles** are presented here 
for examination in the light of recent 
suggestions stimulated by the rising 
price levels characteristic of the 1940’s 
and 1950’s. 

Accounting transactions derive their 
homogeneity in part from the use 
of prices in terms of one money system, 
and in part from the relevance of trans- 
actions to a given enterprise and to its 
objectives. 

Transactions committed to the accounting 
record that have not been determined by 
the bargaining of independent parties in 
contact with the given enterprise . . . may 
make a report deceptive for lack of objec- 
tive determination of all the raw data. 
The objectives or ends here indi- 

cated are (1) to assure that the data 
entering the accounts of an enterprise 
are homogeneous and (2) to assure 
that data entering accounts shall have 


* Adapted from the last chapter of the author’s Structure of Accounting Theory, 
Monograph No. 5, American Accounting Association, 1953. 

** These and others were first stated in “Inductive Reasoning in Accounting”, The 
New York Certified Public Accountant, August, 1950. 
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been objectively determined. Both aims 
are necessary ones; the first, in order 
that the assembled figures may be 
freely used in arithmetical combina- 
tions, the second, in order that those 
same figures shall be dependably veri- 
fiable by people who are strangers to 
the transactions. 


Challenges to These Principles 

Together the two principles state the 
essence of the cost basis of accounting. 
The cost basis can therefore be con- 
sidered under challenge if the means 
of attaining the ends stated in these 
principles are questioned. The means 
referred to are (1) figures in terms of 
one money system, (2) prices resulting 
from the bargaining of independent 
parties in contact with this enterprise. 
These ideas are questioned if the con- 
tinued accounting usefulness of the 
money price of closed enterprise trans- 
actions is doubted, and if, in place of 
the money price of our own prior 
transactions, the suggested substitution 
is the price of transactions entered into 
by people not in contact with our enter- 
prise (current dollars or replacement 
price equivalents). 

Such questioning of established ac- 
counting would assert that the units 
(as dollars) to be used in expressing 
transactions and accounts must be 
assumed to-be appropriate and self- 
evident; that the unit traditionally used 
(contracted dollars of prior transac- 
tions) has never been more than an 
assumption or generally accepted con- 
vention; that assumptions or conven- 
tions of appropriateness can be changed 
by general consent because an assump- 
tion or convention is an idea arbitrarily 
accepted to be true as a basis for 
reasoning or action, but not yet proved 
true. 

In specific application, these ideas 
do not propose the accounting use in the 
United States of a system of money 
other than dollar currency. The criti- 
cism is that the meaning of “dollar” 
changes, and consequently any 1930 
dollars still lodged in an account can- 
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not mean the same thing as dollars of 
1950. The reasoning is that all prices 
have become markedly higher and the 
current purchasing power significance 
of old dollars of invested cost has 
become correspondingly less. This ar- 
gument in effect challenges the homo- 
geneity of an account having both 1930 
and 1950 dollars in it, and implies that 
accounting, by persisting in recording 
only invested cost dollars, operates 
upon a mere assumption that all ac- 
count dollars are alike in significance, 
or that fluctuations in purchasing 
power of money are without signifi- 
cance. 

Challenge is also given to the neces- 
sity for basing accounts only on trans- 
actions relevant to and actually entered 
upon by this enterprise. Other bases 
of objectivity are suggested as also 
satisfactory. Outside transactions of 
other people (expressing the price they 
paid) are stated to be “objectively 
determined prices” since they have 
been bargained by the parties con- 
cerned. And even if these individual 
prices are often difficult to learn, a 
government-constructed index of gen- 
eral prices is proposed as a_ useful 
substitute, being, it is said, clearly 
objective from having been determined 
by departments of the Federal govern- 
ment beyond the bias of accountant 
and business users. 

These ideas may challenge both of 
the above principles and yet may not 
be able to overthrow them. 

A unit of account, it is said, is only 
traditionally the dollar of prior price- 
contract bargaining. Since this is only 
a usage of convenience (a postulate), 
the dollar price of current outside bar- 
gaining could be easily substituted (a 
new postulate). On the other hand, 
the use of bargained cost-dollars for 
accounting purposes may well be con- 
sidered much more than a generally 
accepted convenience. If the idea and 
the practice are more deeply rooted 
than in the surface soil of convenience, 
they will probably be harder to change 
than by a proposed new postulate as 
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to new usefulness. The deep rooted 
idea would then have to be overthrown 
and the new idea thoroughly sold 

a substitute. 

Regardless of when and how histori- 
cal cost came into accounting use, it 
is a fact that accounts evolved out of 
the needs of operating management 
(owners in the early days) for infor- 
mation regarding their own past busi- 
ness actions. These actions, at the 
time of execution, could not have been 
expressed quantitatively and uniformly 
except in terms of the money price of 
the bargains made. Even barter was 
reduced to money equivalents for the 
record. These money figures in ac- 
counts proved very useful for subse- 
quently understanding and reviewing 
the past when thinking of the future. 
The same basic usefulness still lies 
within the power of account figures of 
invested cost. If these accounts are 
prevented from speaking of measured 
prior commitments, this basis for later 
acting with actual knowledge of many 
past judgments may be lost to man- 
agement with a consequent added risk 
of unwise decisions. 

It is true that we should not feel 
completely bound to the past; yet it is 
a mistake to break with tradition if 
the old ways are still rational ways. It 
would seem, therefore, that the two 
principles are not overthrown by these 
challenging ideas, for more is involved 
in the two principles than a generally 
accepted convention of convenience, If 
no more basic than a con- 


they were 
vention, the title “principle” would 
hardly be appropriate. 

It may also be difficult to accept 


the argument that any kind of “ob- 
jectivity” is suitably objective. An 
index-number series from government 
sources is, to be sure, well beyond per- 
sonal minipulation by the ultimate 
users. Yet such averages can hardly 
be forced into universal use ; bargained 





dollars are already in universal use and 
are deeply embedded in personal psy- 
chology and fundamental law. Any 
index is not only complex of deter- 
mination (and therefore difficult of 
verification) but it also rests upon a 
changeable formula of calculation. It 
does not alter this weakness to say 
that change in the formula is not will- 
ful or arbitrary. If it were changed 
for any reason, its results lose com- 
parability with the past in the same 
way that accounts in past dollars are 
charged with poor comparability.* 

The objectivity of historical or in- 
vested cost however is not the result 
of a formula or of a traditional con- 
vention. This kind of objectivity comes 
quite naturally out of day-to-day busi- 
ness activities and the interplay of self 
interest among independent parties. 
The resulting figures are unmistakable, 
unshakable ; they are widely understood 
by all sorts of people and are supported 
by legal sanctions resting upon the 
same characteristics just indicated. 

Another line of argument is often 
advanced against the continued use of 
invested cost in accounts. It charges 
that accountants and businessmen, in 
holding to invested cost, show they are 
assuming a stable value for the mone- 
tary unit. It asserts this “assumption’”’ 
to be at the heart of the deception 
written into financial statements, and 
implies that a change seems quite 
reasonable on the ground that old 
assumptions can readily be replaced 
by new ones. 

If the so-called stable money as- 
sumption were in fact abandoned, 
this action would necessitate substan- 
tial changes in accounting principles. 
Therefore, the suggestion should be 
carefully examined. 

To say someone merely assumes 
that the dollar has a stable value im- 
plies he does not realize how money 
and goods are tied together, goods 


* One index series (Warren & Pearson) shows a change in general price level from 


99 (1914) to 95 


(1932) or an increase of measured purchasing power of about 4 per cent. 


Another series (Snyder) shows a change from 100 (1914) to 132 (1932) or a decrease in 
measured purchasing power of about 24 per cent. 
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Principles Under Challenge 


being the purchase price of money and 
money the purchase price of goods. 
\ccountants and businessmen may not 
be economists, but they do not need 
any special kind of education to know 
and allow for this relationship. They 
do not assume stability ; they know that 
neither money nor goods have stable 
values or unchanging prices. 


Historical Background of Problem 


Like all citizens, accountants have 
assumed that the statutory features of 
our money system were firmly estab- 
lished. This long-held assumption has 
proved to be erroneous. In 1933, as 
part of the effort to move the nation 
out of depression, gold was devalued 
about 30 per cent and government 
bonds were once more made part of 
the base for paper money, thus taking 
the place formerly held by promissory 
notes resulting from commercial loans 
made by banks. The basic assumption 
of a stable monetary system (not stable 
purchasing power) was thus disrupted. 
The then current political theory con- 
sidered maintenance of full employ- 
ment of first importance, even if the 
soundness of the monetary system had 
to be risked in the process. The shock 
of devaluation was great, whatever the 
justification of the moment. And since 
the fact of devaluation (and the result- 
ing impulse toward inflation) contin- 
ued long after depression had passed, 
the initial shock persisted and was soon 
accompanied by a fear that subsequent 
devaluation could come easier from the 
precedent of the first and from again 
substantially raising the debt limit. 

The effects of these policies and 
actions had definite influence on price 
levels; and sharply rising price levels 
presently generated questions regard- 
ing the accounting methods of calculat- 
ing enterprise profits. This questioning 
included the renewal of a familiar 
charge that accountants and business- 
men based their accounts on a false 
assumption. When the “money-unit 
issumption” was’first advanced, it was 
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an established idea which underlay all 
men’s ideas and thus had to be part of 
the explanation of the nature of ac- 
countancy. More recently the idea has 
been made to seem a weakness of 
accounting alone. 

This spot of history is introduced 
to show that accounting is part of the 
fabric of its times and hence will be 
better understood if its contacts with 
other idea areas are known. The main 
point to make here is that the flaw in 
accounting, if any, was not of account- 
ing origin, hence it becomes question- 
able whether modification of account- 
ing methods could remove the flaw. 


The Accountants’ Basic Assumption 


It may sometimes be thought that 
accountants are insensitive to the 
causes of price level change, or that 
their preference for the use of invested 
costs demonstrates a blindness to the 
influence of rising sales prices upon 
enterprise profit. Accountants would 
be blind indeed if their contacts with 
business failed to make them fully 
aware that sales prices and purchase 
prices will fluctuate with different 
timing and range. 

Accountants however do have an as- 
sumption. It is not that the value of 
the dollar is stable; it is not that man- 
agerial action is wholly responsible for 
the calculated amount of enterprise net 
profit. Accountants know that profit 
results from the interactions of man- 
agement action and economic change. 
Their assumption is that an attempted 
separate calculation of the two causa- 
tive forces is unwarranted. They can 
well believe that no suitable methodol- 
ogy is available for convincingly mak- 
ing such separate calculations. The 
application of index numbers to in- 
vested cost may be thought to effect 
a true separation measurement of the 
two causes. Yet the results thus “sepa- 
rated” probably would not be much 
more factual than those from a judg- 
ment-directed dividing of the final net 
profit figure into two parts estimated 
to reflect, respectively, the contribution 
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of management and the effect of price 
change. 

Another thought might be added. 
Regardless of the method used to try 
to calculate separately the effect of 
these two factors, it may well be a fact 
that management decisions, by  skill- 
fully adjusting enterprise policy and 
action to changing conditions, are 
themselves more largely responsible 
than is usually thought for attaching 
price-rise profits to their enterprise and 
for avoiding contact with many price- 
fall losses. Without being seers, they 


nevertheless have to make thoughtful 
appraisals of the trend of events. 
Without being bound by the past, they 
nevertheless draw heavily upon their 
prior experience with successful and 
unsuccessful policies as measured in 
their historical cost data.* 

These challenging suggestions for 
change put the two stated principles to 
test. If the arguments unfavorable to 
the stated objectives or to the means 
of achieving them are successful, the 
two principles are untenable. 


*“Tn living, man proceeds by comparing today with yesterday, and projects plans for 
tomorrow by a study of the movement (trend) thus indicated in conjunction with study of 
the conditions of the environment now existing.” 

John Dewey, Human Nature and Conduct, cited at p. 453 in the Social Philosophers, 


Random House, N. Y., 1947. 


AN ADIRONDACK VIEW 


Advisers. The president of the Legal Aid Foundation in Los Angeles says that folks 


go for legal advice to the following in order: 


1. Bartenders 

2. Notaries Public 

3. Real Estate Agents 
4. Lawyers 


And where do folks go for business management advice and for income tax advice? 
Better add the barbers to the income tax list; and put the CPAs in both lists—but where, 


that is the question. 


Guess we'll have to appoint a special committee, or a commission, or an authority, or a 
something, to find the answer. But this is no time of the year for us to be messing around 
with extraneous agenda or instigating investigations. Yes, Mr. End-of-the-Year Work, we 


hear you calling us. 


Leonard Houcuton, CPA 
“Adirondack Chapter” 


Book Reviews 


(Continued from page 7) 


The subject of sampling methods in audit- 
ing is considered in the paper on “Account- 
ing and Statistical Relationships”; manage- 


ment accounting and budgets, in the paper 


on “Accounting Form.” 
Once again, Professor Bray has _ con- 
tributed papers of special interest to ac- 
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countants who enjoy exploring “the border- 
land between economics and accounting.” 
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For Whom the Cap Fits 


By Tuomas W. Byrnes, C.P.A. 


ucH has been said and written 

during the latest decade about the 

Four Freedoms. Of late others are in 

evidence, namely, the desires for free- 

dom from work, responsibility, and 
discipline. 

It is a far cry from the 7:00 a.m.- 
to-7 :00 p.m. six-day work week of the 
youth of the present scribbler, to the 
forty-hour five-day week now generally 
in effect. And, there is presently agi- 
tation for a thirty-five hour work 
week; it is a matter of recent history 
what happened to another great coun- 
try when the work week was reduced 
to thirty hours. If the change has 
proven beneficial, healthwise, educa- 
tionally, and otherwise, no fault would 
be found. To an observing, but not 
yet slippered, pantaloon however, there 
has come about a feeling concerning 
gainful employment which augurs ill 
for the future. The spirit of “one for 
all and all for one” is missing, as is the 
desire to give a fair day’s work for a 
fair day’s pay. A visit to the lobby of 
any large office building between the 
hours of nine and ten, Monday 
through Friday mornings, will show 
elevators discharging many young men 
and women who, having appeared in 
their offices, are leaving for kaffee- 
klatsches (now called coffee-breaks) 
and smokes. A recent cartoon showed 
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some of these escapees from toil seated 
at a lunch-bar, one of the group say- 
ing: “We’d better get back to the 
offce—its almost time for lunch”! 
Another “break” occurs during the 
afternoon and, if on account of these 
absences, after-hours’ work is re- 
quired, overtime is charged. 

The foregoing applies also to 
accountants’ assistants, and principals 
should know that a client is not pleased 
when charged for time not used in his 
behalf. Also, there is the matter of 
smoking while working. It is quite 
understandable to a non-smoker, that 
one may sit back and think while court- 
ing Lady Nicotine, but it does not 
seem possible to see figures clearly if, 
while auditing, tobacco smoke is ob- 
scuring one’s vision. Again, friendly 
relations may be maintained in the 
offices visited without entertaining 
clients’ employees at luncheon, or 
otherwise mingling socially with them; 
such actions can impair the efficiency 
and the independent judgment of the 
auditor. 

The growth in public accounting 
practice has resulted in member and 
staff increases in firms, and changes 
have been noted in the conduct of 
their affairs. For example, in earlier 
times principals frequently visited the 
clients, consulted with them, and were 
familiar with all that occurred in the 
activity under review. The financial 
officer of a prospective client said 
recently that the only time a partner 
of his auditing firm had been seen 
at the office of the corporation was 
when arrangements for the engage- 
ment were made. Delegation of au- 
thority to assistants, often insufficiently 
supervised, may be due to pressure of 
new engagements, but it must be borne 
in mind that the clients of today know 
what to expect, and are quick to ob- 
serve departures from older but very 
satisfactory practices. , 


(Continued on page 59) 
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Significant Government Rulings 
and Court Decisions of 1953 


I—GOVERNMENT RULINGS 
By Jack Scutosser, C.P.A. 


This is the first of two articles on this subject. The second paper, 
analyzing the significant court decisions of the year, will appear 
in an early issue. 


O* December 29, 1952, the Bureau 
of Internal Revenue (now known 
as the Internal Revenue Service) an- 
nounced its intention of expanding the 
“publication of rulings and guides 
available for determining tax liabili- 
ties.” This program was to be accom- 
plished in stages, the first of which 
being “the increased publication in the 
Internal Revenue Bulletin of communi- 
cations to field officers involving sub- 
stantive tax law, procedures affecting 
taxpayers’ rights or duties, or industry 
regulations.” These communications 
were clearly and definitely intended to 
serve as “precedents or guides” to be 
freely “cited and relied upon in the 
disposition of other cases.’’ Notwith- 
standing the foregoing it was, however, 
noted that these rulings did not have 
the “force and effect” of Treasury 
Department Regulations. 

To facilitate this program, the then 
existing Income, Estate and Gift Tax 
Ruling Branch in the Technical Rul- 
ings Division was abolished and two 
new separate branches were consti- 
tuted. Walter Hill was appointed to 
head the new Individual Income Tax 
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Ruling Branch; Earl A. Ruth was 
designated as head of the Estate and 
Gift Tax Ruling Branch. (Jnforma- 
tion Service No. IR-041, 12/29/52; 
Technical Reorganization Order No. 
10, 12/24/52; I.R. Mim. No. 89, 
12/29/52). 

During October, 1953, the second 
phase of this program was announced, 
namely the intention of publishing, for 
general study, rulings addressed to in- 
dividual taxpayers or their representa- 
tives. (Revenue Ruling 212, 1953-21) 

Pursuant to this new policy, Reve- 
nue Ruling 1 was issued in the latter 
part of January, 1953. By the begin- 
ning of December, 1953, approximately 
260 such rulings had been published, 
a clear indication that the Internal 
Revenue Service was apparently seri- 
ous in its announced efforts to stream- 
line its administration and clarify its 
views with an eye toward facilitating 
the settling of tax uncertainties and 
disputes. Some of these announce- 
ments were purely regulatory and ad- 
ministrative in nature. Others were of 
limited application. But many of these 
rulings were and will continue to be of 
great significance and/or value to tax- 
payers and practitioners alike. We can 
obviously comment upon only a few of 
these rulings at this time. 


Administrative Rulings 


In an effort to liberalize and ex- 
pedite tax administration, the Com- 
missioner has now indicated that a 
taxpayer (corporation, partnership or 
fiduciary as well as individual) may 
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change its accounting period without 
prior permission if: 

a. The taxpayer has not made a. change 
in accounting period at any time within 
the five calendar years ending with the 
calendar year which includes the be- 
ginning of the proposed short taxable 
year. 

b. The proposed short taxable year ends 
within the first 3 months or after the 
eighth month of the original accounting 
period. 

The net income for the short taxable 
year, as annualized under Section 
39 :47-2 of the Regulations, is at least 
80% of the net income of the preceding 
full taxable year. (7.D. 6035, 6/29/53) 

Securing extensions of time within 
which to file corporate returns has also 
been liberalized. Now the taxpayer's 
representative may sign and file the 
request for extension himself without 
a power of attorney provided: 

a. he is enrolled to practice before the 
Department and so indicates in the 
application. : 

b. he is acting with the knowledge and 
consent of the taxpayer corporation and 
indicates same in the application. 

Once the extension is granted, 
(generally for 90 days with a maxi- 
mum of six months) the taxpayer 
corporation may either file a tentative 
return or a new abbreviated form 
(#7004). This latter form may also be 
signed by the taxpayer’s representative. 
Finally, requests for extension for 
several taxpayers may be contained in 
the one letter submitted by said rep- 
T~ ativ 2 og 10 > [2 . 2 
resentative. (Revenue Ruling 22 
1953-6) 

In the same spirit of liberalization, 
the Commissioner instructed all Ser- 
vice employees not to disturb deprecia- 
tion deductions taken by taxpayers if 
the rates used are fair and reasonable, 
where the taxpayers have been consis- 
tent in their practice and where any 
proposed change would not be material 
in amount. While the wording of the 
ruling does not suggest revolutionary 
changes in policy and procedure, it 
should be noted that the ruling does 
state concretely that its principal pur- 
pose is to reduce controversies with 
respect to depreciation. This should be 
helpful in many examinations. (J.R.- 
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Mim. No. 183; I.R.-Circular No. 144, 
5/11/53) 

A potentially helpful ruling was 
later issued on the handling of cases 
on appeal from examining officers’ 
findings : 

a. Group supervisors and reviewers in the 
Audit Division were urged not to re- 
open agreed issues nor were they to 
create new issues “unless the ground 
for such action is a substantial one 
and the potential effect upon tax lia- 
bility is material’. 

b. The foregoing instruction applied to the 
Appellate Division as well. 

c. At all levels government representa- 
tives were exhorted not to raise issues 
for trading purposes or to secure nuis- 
ance-value settlements. 

d. Partial agreements should be encour- 
aged to limit the interest cost to the 
taxpayer of protesting one or more dis- 
puted items where there are other 
agreed issues. 

All of the foregoing should be kept 
in mind when handling examinations. 
Revenue Agents may not be aware of 
this specifically announced principle of 
securing the maximum number of 
agreements from field officers and their 
group representatives. (/.R.-Mim. No. 
298, 10/9/53) 

The election to report a sale of prop- 
erty on the installment basis under 
Section 44 must be reflected in a timely 
filed return for the year of sale. Failure 
to so elect forfeits this right. (Revenue 
Ruling 93, 1953-12) Where a partner- 
ship makes a sale of property, it alone 
has this right of election to report on 
the installment basis. Failure to make 
this election will preclude any partner 
from so reporting. (John G. Scherf, 
Jr.; 20 T C No. 43; 5/14/53) This 
same finding, in effect, was made with 
respect to the election to capitalize in- 
tangible drilling expense on the part 
of a joint venture. Only the venture 
could make this election and its deci- 
sion bound its partners. (Bentex Oil 
Corp; 20 T C No. 76; 5/29/53) 

The field of oil investment has be- 
come increasingly attractive to high 
bracket taxpayers because of the ability 
to deduct intangible drilling costs im- 
mediately and, of course, because of 
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percentage depletion. A cautioning 
ruling was issued indicating that in- 
tangible drilling costs were deductible 
when actually expended and not when 
advanced by a cash basis taxpayer. 
(Revenue Ruling 170; 1953-13) 
Revenue Ruling 240 (1953-23) has 
clarified to a considerable extent any 
doubts pertaining to the alternative tax 
treatments available for executors’ 
commissions, attorneys’ fees and other 
administrative expenses. It is clearly 
the intention of the law to make these 
either deductible on the estate tax 
return under Section 812(b) IRC or 
on the fiduciary income tax return 
under Section 162(e) IRC. To facili- 
tate this choice, it has now been deter- 
mined that the waiver required in 
order to secure the income tax deduc- 
tion need not be filed with that return 
but may, instead, be filed at any time 
within the statutory period applicable 
to said return. The waiver (establish- 
ing that no estate tax deduction has 
been claimed or allowed) is still bind- 
ing, however, once filed. Practitioners 
are urged to consider deferring final 
action on this point by not filing the 
waiver with the income tax return even 
though a deduction for this item is 
reflected therein. It can always be filed 
within the prescribed time limit. 


Rulings re Pension Plans, etc. 


In a series of special rulings perti- 
nent to qualified pension, annuity, 
profit-sharing and stock bonus plans 
under Section 165(a), the Internal 
Revenue Service announced the fol- 
lowing : 

a. Advance rulings as well as final 
approval may be applied for and se- 
cured from the local Director of Inter- 
nal Revenue relating to: 
initial qualification 
amendments 
terminations and curtailments 
tax-exempt status of trusts | 
effect of planned investment in securi- 
ties of employer 
(Revenue Ruling 32, 1953-6; Informa- 
tion Service No. IR-046, 3/23/53) 


ui Wh 
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b. Revenue Ruling 32 (supra) also 
sets forth in detail the data to accom- 
pany applications for rulings relative 
to: 

1. curtailments or terminations of plans 

and trusts 

2. effect of planned investments in the 

stock or securities of the employer 

c. A complete restatement of the 
Service’s views on guides applicable to 
the qualification of deferred compen- 
sation plans under Section 165(a) 
is presented in- clear and comprehen- 
sive fashion in Revenue Ruling 33 
(1953-6). 

d. A trust qualified under Section 
165(a) may clearly borrow funds to 
purchase investments. Where, how- 
ever, this borrowing is coupled with 
the lending of money or the furnishing 
of capital or property for use in the 
employer’s business at a time when 
the latter cannot borrow money, the 
entire program might be deemed to be 
a plan for the benefit of the employer 
and hence cause a loss of tax-exempt 
status to the trust. Ostensibly, if the 
employer can borrow elsewhere and the 
investment is deemed prudent and 
productive on the part of the trust, 
the effects of the same procedure might 
differ. (Revenue Ruling 46, 1953-7) 

It should be noted that an employee 
pension trust may still earn “unrelated 
business income” and may purchase 
real property with borrowed funds 
without losing its tax-exempt status. 
The limitations imposed by the Reve- 
nue Act of 1950 and as reflected in 
Sections 421-3 of the Code apply to 
various other types of exempt organi- 
zations besides charitable groups, but 
they do not affect trusts exempt under 
Sec. 165(a) IRC. How long this 
favored treatment will last without 
some limitations will depend undoubt- 
edly on the extent to which the tax- 
exempt status of these trusts is used 
and abused for tax purposes. 

e. If the employer or a closely- 
related entity receives a loan or invest- 
ment from a qualified trust and pays 
an abnormally high consideration 
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therefor, it may be deemed to be a 
disguised contribution to the plan. If 
thereby the limitations of Section 23 
(p) on such contributions are circum- 
vented, the payments may be dis- 
allowed. This should not, however, 
cause loss of tax-exempt status to the 
trust. (Revenue Ruling 46, supra) 


f. A pension plan may provide for a 
variation of benefits based upon the 
market value of its underlying assets 
or the status of recognized cost of 
living indices without loss of qualifica- 
tion. Such benefits will still be deemed 
“definitely determinable” under Sec- 
tion 165. (Revenue Ruling 185, 1953- 
19) 


Short-Term Commercial Paper 


A seemingly profitable business in 
trading in short-term commercial paper 
issued at a discount may have been 
nipped in the bud by a letter ruling 
signed by H. T. Swartz, Head, Tech- 
nical Rulings Division, issued Feb- 
ruary 17, 1953. Many taxpayers had 
borrowed money to buy such paper, 
had held same for six months and then 
sold them at the appreciated value. The 
interest on the borrowed funds was 
considered fully deductible; the gain 
on the sale was treated as a long-term 
capital gain. Even if there was an 
unfavorable disparity in interest rates, 
it was conceivable that the difference 
in tax rates could result in a net dol- 
lar gain. 

The ruling held, in essence, that the 
original discount represented compen- 
sation for the use of money. Hence, 
the realization of that discount will 
constitute ordinary income in the na- 
ture of interest. -This does not pre- 
clude the possibility of some capital 
gain. If the proceeds to a non-dealer 
exceeded the cost adjusted for the 
discount factor then, presumably, the 
difference would be subject to the capi- 
tal gain or lose provisions of Section 
117. 

The ruling fails to define short-term 
commercial paper. It does not indicate 
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the effects upon its finding of the pres- 
ence or absence of interest on the 
obligation. What happens if the debt 
is evidenced by a security issued in 
registered form or with coupons at- 
tached? It would appear to the writer 
that the letter raises more questions 
than it settles. 


Estate and Gift Tax Rulings 


A ruling, which may have far-reach- 
ing consequences in terms of future 
disputes with the Department, states 
that the Comissioner may disregard 
existing stock repurchase agreements 
in valuing stock of a_ shareholder 
where such agreements provide for no 
allowance for goodwill. The ruling is 
quite broad in its coverage and raises 
the following questions: 


a. Does it apply where the agreement pro- 
vides an allowance for goodwill but 


which the Department may consider 


inadequate ? 


b. If the remaining stockholders are un- 
related and the agreement is undisput- 
ably bona fide, may the Commissioner 
value the stock at an amount in excess 
of the proceeds realized on the sale? 


It is the writer’s opinion that, in at 
least the latter situation, the taxpayer 
should successfully overcome the Com- 
missioner’s position as indicated in this 
ruling. (Revenue Ruling 157, 1953-17) 


In view of the sharp decline in value 
of government securities, it should be 
noted that part of this loss on certain 
specified classes of U. S. Treasury 
Bonds may be recouped by their utili- 
zation to pay estate taxes. For such 
purposes they will be accepted at par 
regardless of their then market value. 
Where they are so used these bonds 
must be valued in the estate tax return 
at the higher of market value or par. 
(Supplement F to Operating Circular 
No. 15, Revised 3/2/53; Federal Re- 
serve Bank of Chicago) By valuing 
these bonds at least at par, gain is 
avoided upon payment of taxes; ac- 
crued interest would still be taxable 
under Section 126 IRC. 
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Sickness and Disability Payments 
Section 22(b)(5) IRC excludes 
from gross income amounts received 
through accident or health insurance. 
Prior to 1953 the Commissioner had 
ruled that disability payments out of 
any plan, insured or otherwise, which 
complied with state disability benefit 
laws, would be non-taxable in the 
hands of the receipient, presumably 
under Section 22(b) (5). (1. T. 4000, 
1950-1 CB 21; J. T. 4015, 1950-1 CB 
23). Subsequently, a restricting ruling 
was issued indicating that a plan would 
not qualify as an insurance contract 
solely because it was approved under 
a state disability benefit law. (1. T. 
4107), 1952-2 CB 12) In 1952 the 
Epmeier decision (7 Cir; 10/29/52) 
went completely in the other direction 
by holding that payments made by a 
company plan which was not covered 
by insurance and which did not com- 
ply with any state law, was neverthe- 
less the equivalent of a health insurance 
policy. On March 26, 1953, the Serv- 
ice announced its intention not to apply 
this decision in other cases. Where 
payments were received as sick leave 
and were based in whole or in part on 
regular wages or salary, they were to 
be deemed taxable income. (Informa- 
tion Service No. IR-047, 3/26/53) 
The Service subsequently further re- 
examined its position on this point and 
issued a series of rulings calculated 
to clarify and narrow its views. 
Where disability payments were 
paid out of a self-insured plan which 
complied with the New York State 
disability benefits law and the separate- 
ly-maintained fund from which they 
were paid consisted entirely of em- 
ployee contributions and income earned 
thereon, such payments were exclud- 
able from gross income under Section 
22(b)(5) IRC. (Revenue Ruling 208, 
1953-21) This ruling stated specifically 
that it was not intended as an accept- 
ance of the Epmeier decision (7 Cir; 


supra). 
Where a self-insured plan for dis- 
ability benefit payments (approved 
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under the New York State law) makes 
payment to its covered employees, such 
payments will constitute wages subject 
to tax and to withholding where: 
a. The benefits are based upon length of 
service and not degree of disability. 
b. Employees make no contributions there- 
under. — 
c. There is no separate trust fund. 


(Revenue Ruling 209, 1953-21) 


If the employer chooses to purchase 
individual health and accident policies 
for each employee under which: 

a. the employer pays the premiums, 

b. the employer retains no incidents of 

ownership, 

c. the employees have full rights, bene- 

fits and privileges including the right 
to name the beneficiary. 


the premium payments will be deduc- 
tible by the employer but will consti- 
tute taxable income to the recipient. 
(Revenue Ruling 210, 1953-21). 

As far as individual taxpayers were 
concerned, the Service ruled that 
premiums on personal accident and 
health insurance policies qualify under 
Section 23(x) as “medical expense” 
only if the policies provide for the 
reimbursement to the insured for his 
medical expenses. To the extent that 
the policies compensate the insured for 
lost earnings while ill or disabled, the 
premiums are not deductible under 
Section 23(x). The Service’s view on 
this item stems from the fact that 
insurance proceeds under the latter 
type of policy are non-taxable (Robert 
O. Deming, Jr., 9 T C 383, 9/23/47, 
Acq.) while the proceeds from the 
former policies would either serve to 
reduce the total medical expense de- 
duction or, if collected in a subsequent 
year, might constitute taxable income 
in whole or in part. (Revenue Ruling 
19, 1953-4) 

While on the subject of “medical 
expense” and lest we falsely believe 
that the Commissioner is concerned 
only with matters corporeal and not 
of the mind, note should be taken that 
he has ruled that fees to psychologists 
who are qualified and registered under 
State law represent “medical expense” 
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under Section 23(x). (Revenue Ruling 
143, 1953-16) 


Value of Living Quarters as Income 


For years it had been assumed that 
where an employee was furnished liv- 
ing quarters by his employer because 
his constant presence on the job situs 
was required, such an arrangement did 
not create taxable income to the em- 
ployee. This was predicated upon the 
“convenience of the employer” rule. 
This has gradually given way to the 
doctrine that if such maintenance is 
an integral part of the compensation 
arrangement then the “convenience of 
the employer” rule may not be applied. 
In other words, the “‘convenience”’ doc- 
trine applied only to maintenance not 
furnished as compensation. (Mim. 
6472, 2/15/50) 

Thus, maintenance furnished a New 
York State employee while working at 
a state mental hospital was deemed 
>ompensation and hence taxable income. 
“Maintenance received is always tax- 
able regardless of the convenience 
served.” Only “when the maintenance 
is furnished in the nature of a gratuity 
serving the purpose of the employer” 
may the convenience doctrine be 
invoked. (Oscar K. Diamond v. 
Walter R. Sturr; Charles Bruen v. 
Walter R. Sturr; U.S. District Court, 
N. D. of N. Y.; 9/16/53; under 
appeal ) 

In the foregoing instances the State 
included an allowance for maintenance 
in the gross compensation and then 
deducted the allowance monthly. This 
was required by Civil Service require- 
ments. If the employee had been hired 
at the net amount of salary and had 
been required to live on the premises 
at no charge to him, the results might 
have conceivably differed. This pos- 
sibility would certainly be strengthened 
if there were no allowances made for 
employees who chose and received 
permission to live off the premises. 
Thus, a construction foreman required 
to live at an out-of-the-way job situs 
was held not to have received his 
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maintenance as income but only for the 
convenience of his employer. (Henry 
M. Lee, Tax Court Memo Decision, 
4/30/53) 

In a somewhat related vein the 
Service issued a ruling which held that 
an owner and resident operator of a 
hotel must eliminate from the deduc- 
tible costs and expenses of the hotel 
those costs attributable to the meals, 
lodging and other services of himself 
and his family. This ruling was large- 
ly based upon the George A. Papineau 
decision. (16 T C 130, 1/19/51) which 
had previously determined that these 
costs, when attributable to a resident 
partner and his family, must be elimi- 
nated from the hotel’s operations and 
included in that partner’s share of the 
partnership income. (Revenue Ruling 
80, 1953-11) 


Dividend Rulings 


Where a_ majority stockholder 
waived his rights to future dividends 
(then undeclared) for a limited period 
of time in order to benefit the financial 
condition of the corporation and be- 
cause of a specific need for such an 
action, such waiver did not result in 
income to the corporation or to the 
waiving stockholder where dividends 
were, in fact, paid to the minority 
stockholders. There was no family or 
business relationship between the ma- 
jority and minority stockholders. The 
arrangement was deemed based upon 
bona fide reasons. (Revenue Ruling 
#5, 1953-7) 

Another ruling relating to dividends, 
while apparently dealing with a narrow 
set of facts, may have a wider effect 
on a large number of unrelated secur- 
ity and real estate transactions. An 
individual desired to purchase the stock 
of a corporation but was wary of its 
large surplus. A security dealer was 
engaged to purchase the stock (using 
taxpayer’s funds), declare and pay to 
himself a dividend, then sell the stock 
to the taxpayer at a price equal to the 
original consideration less the dividend 
35 
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and less a small commission to the 
dealer. The Service ruled that here 
was a transaction lacking in reality 
and taxed the dividend to the tax- 
payer. (Revenue Ruling 231; 1953-23) 
The writer can think of a number of 
generally utilized devices which might 


founder on the reefs of this decision 
such as: 

a. The sale of stock just prior to liquida- 
tion to create an installment sale situa- 
tion. ; 

b. The sale of accounts or notes receiv- 
able or mortgages held at a discount 
just prior to payment in order to cre- 
ate a capital gain rather than ordinary 
income. 

c. The sale of a stock upon which a 


large dividend has been declared with 
the intention of buying it back after 
the dividend date. 


Rulings re Conveyance of Property 


A taxpayer may irrevocably convey 
property in trust to be held for the 
benefit of a charitable organization for 
a limited period of time (e.g., 10 years 
and 10 days) with the corpus then to 
revert to the grantor or his estate, with 
the following consequences : 

a. He is entitled to a deduction under 
Section 23(0) equal in amount to the 
present value of the limited right to 
income but subject to the percentage 
limitations of that section. 

b. He will not be taxed on the 
of the trust. 

This ruling holds particular interest 
to taxpayers who regularly give the 
maximum amount of contributions 
each year and who incur an unusual 
amount of income in one year. (Reve- 
nue Ruling 194, 1953-20) 

What is the tax effect of a convey- 
ance of property which has appreciated 
in value to a third party for a private 
annuity ? 

a. If the value of the | 

the value of the annuity 
a gift subject to gift tax. 

b. There is no gain on the exchange. 

c. The market value (and not the cost) 
of the conveyed property is the “con- 
sideration paid” for purposes of making 

the 3% annuity calculation. 
d. The balance of each annuity payment 
is non-taxable until the cost of the 


income 


property exceeds 
there may be 


conveyed property is recouped; capital 
gain until its market value is attained ; 
ordinary income thereafter. 
Presumably if the exchange is made 
with a charity, any excess in value of 
the property over the annuity received 
would be deductible. It would also 
seem that the property would be ex- 
cludible from the transferor’s estate. 
(Revenue Ruling 239, 1953-23) 


Rulings re Corporate Liquidation 


Where a liquidation has taken place 
under the tax-deferment provisions of 
Section 112(b)(7), Section 113(a) 
(18) provides that the basis of the 
property received (other than money) 
shall be equal to the basis of the stock 
redeemed, decreased by the money re- 
ceived and increased by the gain recog- 
nized. What if the property is distri- 
buted subject to secured and unsecured 
liabilities, as is the usual case? Prac- 
titioners have generally assumed that 
these may be added to the basis of the 
property received but have lacked 
direct statutory support for the con- 
clusion. Revenue Ruling 95 (1953-12) 
specifically now provides for this basis 
adjustment and further outlines the 
separate and distinct treatment to be 
accorded liens as opposed to unsecured 
debts. 

I. T. 4109 (1952-2 C. B. 138) had 
held that a subsidiary may realize gain 
upon its liquidation under Section 112 
(b)(6) where the assets it distributed 
had appreciated in value and where 
it is indebted to its parent corporation. 
The automatic reaction to this ruling 
was the realization that where such 
debt situations existed it would be de- 
sirable to cancel the debt prior to 
liquidation (non-taxable capital contri- 
bution) rather than run afoul of J. T. 
#109. A recent ruling has alleviated 
this situation by exempting from tax 
those instances where the parent cor- 
poration executed a closing agreement 
under Sec. 3760 IRC stipulating that 
the basis of the acquired assets in its 
hands would be the same as the sub- 
sidiary’s basis. (Revenue Ruling 259; 
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1953-26) One question which suggests 
itself as a result of the original holding 
still remains largely unresolved. Is 
there a possibility that where appre- 
ciated assets are distributed in any 
form of liquidation and the stockhold- 
ers are also obliged to assume corpo- 
rate liabilities; has there been a 
satisfaction of debt and a realization 
of income by the distributing corpo- 
ration? 

Where a corporation has satisfied or 
provided for all of its liabilities and 
distributed all of its assets to its stock- 
holders it has effected a complete liqui- 
dation equivalent to a de facto dissolu- 
tion, thereby terminating its existence 
for tax purposes. Where this has 
occurred prior to the close of its 
normal accounting period it must file a 
return by the 15th day of the third full 
month following such liquidation. It 
may elect, however, to pay in install- 
ments. (Revenue Ruling 215, 1953-21) 


Miscellaneous Rulings 


A change in the membership of a 
partnership which results from the 
death, withdrawal, substitution or ad- 
dition of a partner will not, of itself, 
serve to effect a termination of the 
partnership for Federal income tax 
purposes, provided the business, or a 
substantial portion thereof, is con- 
tinued. The same fiscal year must be 
followed and the basis of the partner- 
ship assets will remain unchanged 
despite possible changes in the basis 
of the partnership interests to the con- 
tinuing members thereof. (Revenue 
Ruling 144, 1953-16) 

Where the new partners do not 
desire to continue the old partnership, 
take all of the legal steps to terminate 
and dissolve it and proceed to form 
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a new partnership, it is doubtful 
whether, this ruling will prevent: 

a. the adoption of a new fiscal period 

b. the effect on the basis of the assets to 

the new partnership which follows upon 
a distribution from the old and a rein- 
vestment in the new venture 

(Cecil I. Haas et. al., Tax Court Memo 
Decision, 9/30/53) 

Amateur authors may no_ longer 
hope for the capital gain benefits 
accorded President Eisenhower on his 
sale of “Crusade In Europe” because 
of Section 117(a)(1)(C) as added by 
the Revenue Act of 1950. They may, 
however, find some solace in Revenue 
Ruling 234 (1953-22) which presum- 
ably allows such an author to report 
on the installment basis provided the 
arrangement is a sale, the total con- 
sideration exceeds $1,000, and 30% or 
less of the selling price is received in 
the year of sale. The fact that the sale 
may be accompanied by an advance 
loan which conceivably may be can- 
celled in whole or in part in the event 
of death or incapacity will not neces- 
sarily change the tax treatment. This 
ruling was presumably elicited by ex- 
President Truman on behalf of his 
forthcoming memoirs. 

One long battle in which the tax- 
payer finally emerged clearly victori- 
ous, involved the imposition of penal- 
ties for failing to file personal holding 
company returns. Having announced 
his acquiescence on the issue, the 
Commissioner issued a ruling stating 
specifically that the negligence penalty 
for failure to file a Form 1120H would 
not be imposed if attributable “to re- 
liance in good faith upon the advice of 
a reputable accountant or attorney, 
experienced in Federal tax matters, 
and to whom all relevant information 
has been furnished.” (Revenue Ruling 


172, 1953-18) 
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The Liquidation of a Corporation 


By Haroip SEIDEN, C.P.A. 


Introduction 


Liquidation is not defined in the stat- 
utes or the Regulations. Whether a 
corporation is in liquidation is a ques- 
tion of fact.1 There must be an actual 
intent to liquidate and it must be shown 
that a plan of liquidation existed 
though it need not be formal.? It has 
been said that a corporation is in the 
process of complete liquidation if at 
the time distributions are made it is 
engaged in winding up its affairs by 
realizing upon its assets, paying its 
debts, and distributing any remaining 
balance to its stockholders.* 

Where only part of the assets are 
distributed, or there is a series of dis- 
tributions, the problem will arise 
whether the distributions are in liqui- 
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1 John Milton, 33 BTA 4, 1935. 


dation so as to have capital gain treat- 
ment, or whether they are distributions 
taxable as receipts of ordinary income.* 
A distribution made prior to the initia- 
tion of any steps of liquidation will 
generally be considered to be an ordi- 
nary dividend.® 

This paper is concerned with liquida- 
tion pursuant to Section 115(c), (ordi- 
nary liquidation), Section 112(b) (6), 
(liquidation of a subsidiary), and Sec- 
tion 112(b) (7), (liquidation occurring 
within one calendar month). 


Consequences of the Liquidation 
I. To the Corporation 


The Regulations specifically state 
that no gain or loss is realized to or 
sustained by a corporation where 
assets are distributed in liquidation 
with a fair market value greater or 
less than the adjusted basis or book 
value. The corporation, therefore, 
should distribute appreciated assets so 
that it has no gain but, on the other 
hand, sell depreciated assets so that 
the loss can be utilized by the corpora- 
tion. 

This amount of loss can be utilized 
to offset profits of the taxable year. 
In addition, the general rule is that 
losses incurred up to and during 
liquidation may be employed in com- 
putations of a carryback loss to the 
prior taxable year where liquidation is 
not unduly extended.* I say, general 
rule, as the Tax Court in a case decided 
in October, 1953, ruled a corporation 


2 International Investment Corp., 11 TC 678, affirmed 175 Fed. (2d) 772, CA-3, 1949. 
3 Karl G. Van Platen, T. C. Memo Opinion, Docket No. 34982, 1953. 
4 Section 115(c) and Section 115(g¢)(1), IRC. 


5 Regulations 118, Section 39.115(c)-1. 


6 Regulations 118, Section 39.22 (a)-20; General Utilities and Operating Company v. 


Helvering, 276 U. S. 200, 1935. 
7 Acampo Winery & 
12 TC 1184, 1949. 
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Distilleries, Inc., 7 TC 629, 1946; Gorman Lumber Sales Co., 
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was not entitled to a carryback loss 
originating in the year of liquidation.® 
In this case, the taxpayer corporation 
incurred its expenses uniformly 
throughout the year but did not earn 
its income until the latter part of the 
year. It liquidated prior to the time 
income would have been earned and, 
consequently, had a large loss which 
it attempted to carry back. The Court 
stated that the corporation sustained 
no economic loss and that the relief 
provisions should not be applied where 
there is no hardship, where no occa- 
sion for relief exists, and where Con- 
gress did not intend them to apply. 
This reasoning seems wrong, as the 
law does not require a showing of 
hardship or real economic loss.® But 
until more is heard from this case or 
similar cases, caution should be exer- 
cised. 

The liquidation results in the loss 
of the carryover losses otherwise avail- 
able to the corporation as only the same 
taxpayer may utilize it.1° A successor 
business organization, be it corpora- 
tion, partnership or individual, is not 
entitled to these losses. 

There appears to be one exception 
stated by the courts. “ihe resulting cor- 
poration in a statutory merger may 
apparently carry over or carry back 
operating losses.1! The Tax Court, 
however, has indicated that it does not 
agree.12 

There is no time limit as to an ordi- 
nary liquidation, but where it is carried 
over a period which is more than 


8 Diamond A. Cattle Co., 21 TC No. 1. 


reasonable in the Commissioner’s opin- 
ion, the contention may be raised that 
the distributions were not made in 
liquidation but are taxable at ordinary 
income tax rates. Where the assets 
are readily marketable, there is no 
reason for extending the liquidation.’* 
The period of liquidation should not 
be unduly prolonged but should be 
diligently carried out. 

There is one exception to the rule 
that the corporation has no gain or 
loss. Where the corporation has in- 
stallment obligations and is reporting 
profits on the installment method, dis- 
tribution of these obligations will result 
in taxable income ?* in the year of 
liquidation.’® 

Legal and accounting fees and other 
expenses attributable to complete liqui- 
dation should be deducted on the corpo- 
rate return.1® However, the Commis- 
sioner may not allow any of these de- 
ductions. In 1952, prior acquiescences 
were withdrawn and non-acquiescences 
substituted for those cases which 
allowed a corporation to deduct such 
legal expenses as ordinary and neces- 
sary.17 The courts, however, have 
allowed these expenditures as deduc- 
tions. It is well to remember that 
organization expense, previously capi- 
talized, may be written off upon final 
liquidation.18 There is always the 
possibility that the organization ex- 
pense was written off to surplus and 
therefore does not appear on the cur- 
rent books or statements. 

Every corporation with earnings and 


9 See Section 122, IRC. It would appear to the author that Section 45 would have been 


particularly applicable in this instance. 


10 New Colonial Ice Co., Inc. v. Comm., 292 U. S. 435, 1935; Standard Paving Co. v. 


Comm., 190 Fed. (2d) 330, CA-10th, 1951. 


11 Stanton Brewery, Inc. v. Comm., 176 Fed. (2d) 573, CA-2nd, 1949; Moedit, Inc. v. 


Jarecki, D.C.N.D., Ill., August 11, 1953. 


12 Standard Paving Co. v. Comm., 190 Fed. (2d) 330, 1951. 


13 John R. Roach, 4 TC 1255, 1945. 


14 Section 44(d), IRC. Regulations 118, Section 39.44-5—note the exception for 
liquidations pursuant to Section 112(b) (6), IRC. 


15]. T, 3586, 1942-2 CB 65. 


16 Rite-Way Products, Inc., 12 TC 475, 1949; Pacific Coast Biscuit Co., 32 BTA 39, 1935. 


17 Internal Revenue Bulletin, 1952-14, 1. 


18 Wayne Coal Mining Company, T. C. Memo Decision, Docket Nos. 37289 and 37290, 


1953. 
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profits may face the dangers of Sec- 
tion 102. This danger is avoided for 
the taxable year in which the liquida- 
tion occurs. But the liquidation itself 
will not prevent the imposition of the 
penalty for taxable years prior to the 
year of liquidation not barred by the 
statute of limitations. 

Ii. To the Individual Stockholder 

Unlike the formation of a corpora- 
tion by individuals, which may be tax- 
free pursuant to Section 112(b) (5), 
gain or loss is immediately recognized 
to the individual upon a liquidation, 
with the one exception of the election 
pursuant to Section 112(b)(7) which 
is discussed later. The gain or loss is 
measured by the fair market value of 
the property received plus cash over 
the tax basis of the stock surrendered.’® 
Whether the gain or loss is long- or 
short-term depends upon the holding 
period of the stock.*° 

In computing tax costs of the liqui- 
dation, it is well to check the basis of 
the stock in each stockholder’s hands, 
as differences may be present. These 
can arise as a result of many different 
modes of acquisition, such as inherit- 
ance of the stock, receipts by gift, pur- 
chases, etc. One should not accept the 
par value of the stock held as the 
basis, nor the book value stated on the 
corporate books. 

As the liquidation was a_ taxable 
event, the basis to the stockholder of 
the assets received on distribution is 
the fair market value of such assets.*! 
This basis is proper for computation of 
gain or loss on subsequent sale or 
for depreciation purposes. In this way 
a new basis is arrived at for each asset, 
which may be extremely advantageous. 
Where the corporation had a depre- 
ciable asset with a low basis which has 
appreciated in value, distribution in 

19 Section 111(a) and (b), IRC. 


20 Section 117(h), IRC. 
21 Section 113(a), IRC. 


liquidation of such asset would give a 
stepped-up basis for depreciation pur- 
poses, and the taxpayer has an ordi- 
nary deduction of depreciation com- 
puted on this stepped-up basis. 

III. To the Corporate Stockholder 

Where the stockholder is a corpora- 
tion, the same rules apply as to in- 
dividuals, with the exception of a 
Section 112(b) (6) liquidation. Under 
the provisions of the Code, there is no 
gain or loss, at the time of liquidation, 
if the corporate stockholder was the 
owner of at least 80% of the outstand- 
ing stock on the date of the adoption 
of the plan of liquidation and between 
such date and the date of distribution. 
There are certain other requisites 
enumerated in the statute. The effect 
of the statute is to defer gain or loss 
to some future date. Caution should 
be exercised before approving a liqui- 
dation within the section. 

Where the corporate parent stock- 
holder is a bona fide creditor of the 
subsidiary to be liquidated, the assets 
of the subsidiary must first be applied 
at their fair market value against such 
indebtedness with taxable gain realized 
by the subsidiary measured by the 
excess between the fair market value 
and the adjusted basis of the assets. 
The remaining assets of the subsidiary 
distributed to the parent fall within the 
purview of Section 112(b)(6).” It 
would appear that the same principle 
would be applicable to a loss situation. 
Where the particular circumstances 
warrant the avoidance of gain or loss 
in these situations, it may be advisable 
to contribute the indebtedness to the 
capital of the subsidiary. 

In a recent ruling,?* the Commis- 
sioner modified this rule. Where the 
parent corporation executes a closing 
agreement ** that is duly approved, 


221. T. 4109, 1952-2 CB 135. See Northern Coal and Dock Co., 12 TC 42, 1949 (acq.) ; 
Houston Natural Gas Corp., 173 Fed. (2d) 461, CA-5th, 1949. 
23 Revenue Ruling 259, Internal Revenue Bulletin, No. 24, 1953, modifying I. T. 4109 


(see note 22). f 
24 Section 3760, IRC. 
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stating that the basis of the subsidiary’s 
assets in the hands of the parent will 
be the same as the subsidiary’s basis 
in such assets, the parent will realize 
no taxable gain by reason of the ap- 
preciation of the assets applied in pay- 
ment of the indebtedness. 

The term “property” in the statute 
includes money so that cash received 
on the distribution would be tax free.*® 
This principle is true even where the 
only asset to be distributed is cash.*® 

While earnings and profits are to 
be carried over to the parent corpora- 
tion pursuant to the rule of Sansome 
v. Commissioner,?" deficits of the sub- 
sidiary are not to be carried over and 
applied against the earnings and profits 
of the parent.2® The Supreme Court 
was primarily concerned in the latter 
situation with preventing any tax 
avoidance. 

The basis to the parent of the assets 
received within the purview of Section 
112(b) (6) is the same as in the hands 
of the subsidiary, as the transaction 
was tax free.*® But where a corpora- 
tion has purchased stock to obtain the 
assets, Section 112(b)(6) has been 
held to be inapplicable and the basis 
of the underlying assets is equivalent 
to the purchase price of the stock.®® 
The Court viewed the transaction as a 
purchase of the assets. The acquisi- 
tion of the stock and the subsequent 
liquidation were treated as_ interde- 
pendent transactions. 

There is one further point which 
should be considered. The loss arising 
from worthless stock of an affiliated 
corporation is to be treated as neither 





5G CM 19435, 1938-1 CB 176. 


26 International Investment Corp., supra; 
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a capital loss nor a non-recognizable 
loss, but is allowed as an ordinary loss 
pursuant to Section 23(g) (4). There 
are certain requisites which must be 
present before the corporation may 
utilize such section.*4 


Transferee Liability 

Each distributee of the assets be- 
comes a transferee under the Code and, 
accordingly, is liable for unpaid tax 
deficiencies of the liquidated corpora- 
tion.*? The statute of limitations for 
assessment is extended one year be- 
yond the time for assessment against 
the corporation.** 

The payment of any such tax de- 
ficiency or of any corporate obligation 
made by the transferee in a year sub- 
sequent to liquidation is part of the 
original liquidation transaction and is 
to be treated as a capital loss where the 
original transaction resulted in capital 
gain or loss.*4 This ruling made by 
the Supreme Court** reversed the 
Switlick case, in which the court held 
that such payments constituted ordi- 
nary deductions for the year in which 
paid by the transferees. 


Partial Liquidation 

The question that arises with partial 
liquidations, as contrasted to complete 
liquidations, is whether the distribu- 
tion is essentially equivalent to a tax- 
able dividend pursuant to Section 
115(g). The effect of the statute is 
to tax the distribution as ordinary 
income in contrast to capital gain. The 
Regulations provide that a pro rata 
redemption of stock held by the stock- 


Tri-Lakes Steamship Co. v. Comm., 146 Fed. 


(2d) 970, CA-6th, 1945; Distributors Finance ore 20 TC No. 111, July 6th, 1953. 
2760 Fed. (2d) 931, 1932; cert. denied, 287 U. S. 667. 


28 Commissioner v. Phipps, 336 
29 Section 113(a) (15). 


U. S. 410, 1949. 


30 Kimbell-Diamond Milling Co., 14 TC 74, 1950, aff’d per curiam, 187 Fed. (2d) 718, 
CA-5th, 1951; see also, Cullen, 14 TC 368, 1950. 

31 These requisites are 95% ownership (23(g) (4) (A)), more than 90% of the gross 
income of the subsidiary for all taxable years has been received from the sources other than 
those stated and that the parent is a domestic corporation. 


32 Section 311(a), IRC. 
33 Section 311(b), IRC. 


34 Arrowsmith v. Comm., 344 U. S. 6, 1952. 
35 Stanley Switlick, 184 Fed. (2d) 299, CA-3rd, 1950. 
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holders will generally be considered as 
effecting a distribution — essentially 
equivalent to a taxable dividend to the 
extent of earnings and profits.3* Where 
proof of contraction of the operations 
of the corporation is shown, the courts 
have held that the distribution was not 
essentially equivalent to a taxable divi- 
dend.** An intent to liquidate the cor- 
poration completely need not be pres- 
ent and, of course, there is no necessity 
to cease business.38 There must be 
redemption or cancellation of the stock 
exchanged.*® Each case is decided upon 
its own particular facts. 


Timing the Liquidation 


The final return of a liquidating cor- 
poration, which may be for a short 
taxable year, need not be placed on an 
annual basis for normal tax and surtax 
purposes.*° However, this rule does 
not apply to excess profits tax returns 
and, consequently, annualization of in- 
come is required.*! Therefore, liquida- 
tion may be timed so as to occur at the 
end of she normal taxable year or 
possibly extended so as to cover the 
twelve months period. In one case, the 
Court held that a de facto dissolution 
had taken place on the date all of the 
assets, subject to liabilities, were dis- 
tributed even though the corporate 
charter had not been surrendered and 
required a return up to and including 
the date of distribution.42 However, 
this is not the rule where the corpora- 
tion remains in existence for adequate 
reasons, such as prosecuting claims, 


36 Regulations 118, Section 39.115(g)-1. 
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receiving income and excess profits tax 
refunds. 

There is always the possibility of 
splitting income through liquidation 
where the operations of the business 
are to be continued. It is necessary 
that computations be made, where 
possible, so as to liquidate at the 
proper time and minimize the overall 
tax by dividing the income between 
two or more taxable units. 


Section 112(b)(7) Liquidation 

The effect of Section 112(b) (7) is 
to postpone recognition of gain upon 
appreciated property in a corporate 
liquidation until the stockholders dis- 
pose of the property distributed. It is 
limited by numerous stringent require- 
ments which are to be strictly observed 
and whose relief provisions are subject 
to election by the shareholders. It is 
not available to those receiving prop- 
erty in partial liquidation. The statute 
requires a complete liquidation within a 
single calendar month pursuant to a 
plan adopted after December 31, 1950. 
There must be a complete cancellation 
or redemption of all of the outstand- 
ing stock though in one case,** the Tax 
Court held that failure to deliver less 
than six per cent of the stock within 
the calendar month did not destroy the 
election. 

The relief is available to both cor- 
porate and individual stockholders 
within the definition of a “qualified 
electing shareholder.” © A corporation 
which owned 50 per cent or more of 


37 Joseph W. Imler, 11 TC 836, (acq.). Compare: Zenz v. Quinlaven, 106 Fed. Supp. 
57, 1952. Clarence R. O’Brion, T. C. Memo Opinion, Docket No. 24050, 1951. 


38 R. D. Merrill Co., 4 TC 955, 1945. 
39 Regulation 118, Section 39.115(g)-1. 
40 Section 47(c). 

41 Section 433(a) (2). 


42 Kamin Chevrolet Co., 3 TC 1076, 1944. 


43 (J. S. vy. Kingman, 170 Fed. (2d) 408, CA-5, 1948; Comm. v. Alleghany Broadcasting 
Corp., 179 Fed. (2d) 844, CA-3, 1950; Comm. v. Union Bus Terminal, Inc., 179 Fed. (2d) 
399, CA-5, 1950. Compare: Winter & Co., Inc., 13 TC 108, 1949, in which the return was 


required to be placed on an annual basis. 


44 Estate of Meyer, 15 TC 850, 1950 (reversed on other grounds, see note 51, post). 


45 Section 112(b)(7)(C). 
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the voting stock entitled to vote on the 
adoption of such plan between August 
15, 1950, and the date of the adoption 
of the plan is an excluded corporation 
and therefore cannot elect.*® 

The election to come within the 
statute must be filed within thirty days 
after the adoption of the plan and can 
be filed either by the liquidating cor- 
poration or by the shareholder.*7 The 
Commissioner cannot waive this re- 
quirement though an election post- 
marked on the thirtieth day will be 
considered to have been timely filed.*® 

An individual shareholder is taxable, 
as an ordinary dividend, upon his share 
of the accumulated earnings and profits 
up to the date of distribution.4® Ex- 
treme care should be used in determin- 
ing such amount as a wrong determina- 
tion could be disastrous tax-wise. It 
has been held that an election filed in 
due form is binding upon the tax- 
payer. But the Fifth Circuit has 
recently held that where the election 
was based on a material mistake of 
fact, the taxpayer is not bound by it. 
Consideration should be given to pos- 
sible additional accumulated earnings 
and profits arising from a Revenue 
Agent’s examination. The amount of 
cash or securities acquired after 
August 15, 1950, distributed in excess 
of the accumulated earnings and profits 
is taxable as capital gain.®? A corporate 
shareholder is taxable at capital gain 
rates on the greater of either cash and 
securities acquired after August 15, 
1950, or its ratable share of the 
accumulated earnings and profits.53 


46 Section 112(b).(7) (B). 
47 Section 112(b) (7) (D). 


In addition to the problems pre- 
sented, the Fourth Circuit has held 
that collection of certain assets, dis- 
tributed in such liquidation, in excess 
of the basis of these assets constitute 
ordinary income.5* These assets con- 
sisted of loans, discounts, mortgages, 
securities, claims and kindred items. 
The Court stated that the corporate 
liquidation was a closed transaction. 
The effect was to tax at ordinary in- 
come tax rates gains which would have 
resulted in capital gain if liquidation 
had occurred pursuant to Section 
115(c). 

The basis of the assets received is 
the cost of the stock to the stockholder 
plus any gain recognized less any cash 
received.®> Each asset receives its allo- 
cated share in the proportion that the 
fair market value of the particular 
asset is to the total fair market value 
of all the assets.5® In the case of a 
lien upon one of the assets, such as a 
mortgage, it appears that the particular 
basis of the real estate should be in- 
creased by the amount of the lien.” 

This relief provision expires Decem- 
ber 31, 1953. It may very well be that 
the Revenue Act of 1954 will find the 
section extended to 1954 and subse- 
quent years. Careful consideration 
should be given to the dangers of the 
statute prior to liquidating under this 
section. 


Continuance of Operation 


After liquidation, the business may 
be continued as a partnership by the 
former stockholders. Neither the part- 
nership nor the partners realize gain 


48 Regulations 118, Section 39. 112(b) (7)-3.: See N. H. Kelley, T. C. Memo Opinion, 


Docket No. 22356, 2/13/51. 
49 Section 112(b) (7) (E) (i). 


50 Sam Goldman, T. C. Memo Opinion, Docket No. 22205, ee 0. 
51 Estate of Meyer, 200 Fed. (2d) 592, 1952, revg. 15 TC 850. 


52 Section 112(b) (7) (E) (ii). 
53 Section 112(b) (7) (F). 


54 Mace Osenbach, 198 Fed. (2d) 235, 1952. 


55 Section 113(a) (18). Also see Revenue Ruling 95, 1953, for addition of unsecured 


liabilities. 


56 See Regulations 118, Section 39. 113(a)-18 (2). 


57 Revenue Ruling 95, 1953. 
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or loss upon the contribution of the 
liquidated assets to the partnership. 
The basis of these assets to the part- 
nership is the same as in the hands of 
the former stockholders. 

Where there is continuation of the 
operations of the business, the ques- 
tion of goodwill may arise. If good- 
will is shown to exist, it will constitute 
an item of gain to the stockholders. 
The amount of goodwill could be so 
substantial as to make a liquidation 
unattractive tax-wise. As no deduction 
for depreciation is allowable in respect 
of goodwill,®® the stockholders cannot 
recover their cost until a subsequent 
sale. 

The business may be continued in 
corporate form. The danger in such 
continuation is whether a tax-free re- 
organization took place. If it is so 
held by the Commissioner or the courts, 
the stockholders face the possibility of 
having all property, including money, 
withheld from the successor corpora- 
tion taxable as boot at ordinary income 
tax rates.®® 


Sale of Assets by Stockholders 


The stockholders may sell the assets 
received on distribution to a_ third 
party. In these instances, the conten- 
tion may be raised that the assets were 
not sold by the stockholders but rather 
by the corporation so that gain is 
realized by the latter. “A sale by one 
person cannot be transferred for tax 
purposes into a sale by another by 

58 Regulations 118, Section 39.23(1)-3. 
59 Section 112(c). 


using the latter as a conduit through 
which to pass title.” ®° But where 
there is a genuine liquidation and a 
finding that the sale was actually made 
by the stockholder, the contention will 
not prevail.* The problem can only be 
resolved by the facts in each particular 
case. Wherever possible, negotiations 
for sale of the assets should not com- 
mence prior to actual liquidation. How- 
ever, if the stockholders at all times 
conduct the negotiations in their own 
behalf and the corporation does not 
enter into them, it is doubtful whether 
the Commissioner will succeed in his 
contention.®** The stockholders will be 
deemed to have made the sale where 
the facts establish that the sale was 
negotiated and consummated wholly by 
the stockholders on their own behalf 
and the distribution in liquidation was 
genuine.** This is true even where 
the negotiations had been undertaken 
before the liquidation.™ 


Conclusion 


In accordance with the Code and 
the Regulations, special returns are 
required where liquidation occurs. 
Form 966 must be filed within thirty 
days after adoption of the plan of 
liquidation together with a certified 
copy of the plan or resolution.® Forms 
1096 and 1099L must be filed prior to 
February 28 of the succeeding year. 
In event of a Section 112(b) (6) ® or 
a Section 112(b)(7) ® liquidation, 
additional information is required to 


60 Commissioner v. Court Holding Company, 324 U. S. 331, 1945. 
61 United States vy. Cumberland Public Service Company, 338 U. S. 451, 1950. 
62 United States v. Cumberland Public Service Company, supra; G. V. Burley Tobacco 


Warehouse, Inc., CA-6, 10/21/53. 


63 Doyle Hostery Corporation, 17 TC 641, 1951. 
64 Michael J. Shagan, T. C. Memo Opinion, Docket No. 28139, 1952. 


65 Regulations 118, Section 39.148(d)-1. 
66 Regulations 118, Section 39.148(e)-1. 


67 Regulations 118, Section 39.112(b) (6)-5. 


68 Regulations 118, Sections 39.148(d)-1 and 2, 39.148(e)-1 (b) and 39.112(b) (7)-5. 
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be submitted by both the shareholders 
or the corporation. 

The corporate income tax return is 
due on the fifteenth day of the third 
month following the month of com- 
plete liquidation.*® Where desirable, 
the Commissioner can be requested to 
make a prompt assessment, which 





69 Revenue Ruling 215, 1953. 
70 Section 275(b), IRC 
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must be done within 18 months from 
the date the request is filed.” 

It is sufficient to say that liquidation 
is a serious matter imposing compli- 
cated analysis burdens on the tax 
advisor who should proceed cautiously 
before advising the course to be fol- 
lowed. 
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Compensating Executives 


By CHARLES H. Friepricu, C.P.A. 


INCE competent corporate executives 

are a scarce commodity, their 
employer corporations make every ef- 
fort to keep them satisfied and thus 
retain their services. The accountant, 
therefore, in his role of business ad- 
viser can render a real service and 
generate much good-will by suggest- 
ing and working out with manage- 
ment an appropriate plan for executive 
compensation. In order to render such 
a service, the accountant must be fa- 
miliar not only with the various meth- 
ods of compensation but particularly, 
in view of today’s high tax rates, he 
must be aware of the income tax :on- 
sequences of each type of plan to the 
employer and the employee. 


Expenses and Fringe Benefits 


This is probably the simplest method 
of increasing the after-tax take-home 
pay of an executive and still obtaining 
a current deduction for the employer. 
Many executives incur travel and en- 
tertainment expenses and pay dues to 
clubs, professional societies and busi- 
ness organizations which relate to the 
corporation’s business and could be 
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properly borne by the corporation. Al- 
though the executive may get a tax 
deduction for these expenses, he is 
still out-of-pocket to some extent. 

Such expenses could be assumed by 
the company through granting an ex- 
pense account or by direct reimburse- 
ment of each item. In the case of the 
flat expense allowance the employee 
will be required to include the amount 
in income and then substantiate the 
propriety of the deductions. Direct 
reimbursement of specific items does 
not constitute income to the employee, 
but it is still desirable that the em- 
ployee keep adequate records because 
the corporation will have to prove that 
they are ordinary and necessary busi- 
ness expenses. To the extent the reim- 
bursed items are deemed to be personal 
in nature, they will be income to the 
employee but the employer will not get 
a deduction unless it can prove that 
the total salary and personal expenses 
constitute reasonable compensation. 

If the company does not wish to as- 
sume directly the executive’s business 
expenses, it can at least assist him in 
obtaining an income tax deduction by 
stating in his employment contract that 
he is expected to pay certain business 
expenses from his salary, and enumer- 
ating the items of expense which h 
is to bear. ‘ 

A more direct benefit can be pro- 
vided by way of insurance. An amount 
not in excess of $5,000 from each 
employer paid under a contract with 
the employer to the employees’ bene- 
ficiaries by reason of the death of 
the employee is not taxable to the bene- 
ficiaries. Although, if such death bene- 
fits were funded by insurance, the 
premiums would not be deductible 
where the employer is the beneficiary 
nor would the proceeds be taxable to 
the employer, he would be allowed a 
deduction upon payment to the em- 
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ployee. If current income tax to the 
employee is to be avoided, care must 
be exercised that the employee has 
no rights under the policy. If the 
executive were employed by several 
subsidiaries in an affiliated group, his 
beneficiaries could receive a tax-free 
$5,000 from each subsidiary. 

Other types of fringe benefits which 
the employer could provide are: group 
life and health insurance; executive 
dining rooms; low cost rental of com- 
pany-owned facilities such as automo- 
biles, yachts and houses; services pro- 
vided at cost such as home maintenance 
and repairs, loan or sale of company 
products, etc.; low cost vacations ; and 
medical and legal services provided by 
the company. 

Where company-owned facilities are 
used by an employee on company busi- 
ness or for the convenience of the 
company, depreciation and expenses 
are deductible by the company and 
there is no taxable income to the em- 
ployee. Where part of the use is found 
to be personal, the value thereof is 
taxable to the employee as compen- 
sation and deductible by the employer 
if total compensation is reasonable. 

Before leaving this subject, a note 
of warning should be issued. The In- 
ternal Revenue Service has recently 
adopted a more vigorous policy of 
investigating expense accounts and is 
instructing Revenue Agents to examine 
these accounts in order to curb the 
widespread abuses which have devel- 
oped. Therefore, in the future, per- 
sonal items charged to travel and 
entertainment expense have much less 
chance of being allowed than they have 
had in the past. 


Qualified Pension and 
Profit-sharing Plans 


This method, which is more usually 
thought of as a means of compensat- 
ing employees generally rather than 
executives in particular, can be of sub- 
stantial benefit to executives. Although, 
in order to qualify, the plan must not 
discriminate in favor of executives, 
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etc., nevertheless larger contributions 
can be made for executives because 
they are usually older and receive 
larger basic salaries. Despite the pen- 
alties attached to a qualified plan such 
as broad coverage, inability to termi- 
nate at will and statutory limitations 
on deductible annual contributions, 
there are tremendous tax advantages. 
Among these are: no immediate income 
to the employee; a current deduction 
for the employer; accumulation of 
income by the trustee without any tax 
to anyone until distributions are made; 
capital gain treatment for a lump-sum 
received by the employee from the 
plan because of termination of employ- 
ment. In order for such lump-sum 
distribution to be treated as a capital 
gain it must be received from a quali- 
fied trust; a termination distribution 
from an insured plan would be ordi- 
nary income. 

In choosing between a pension plan 
and a profit-sharing plan, the nature 
of the taxpayer’s business must be 
taken into consideration. A pension 
plan requires a fixed contribution in 
bad years as well as good years and 
therefore is more appropriate in a well- 
established business where the earnings 
are fairly stable. If security for the 
employee is a more important consid- 
eration, then a pension plan which 
provides a definite benefit upon termi- 
nation, retirement or death, is more 
desirable. 

The Regulations (Reg. 118, Sec. 
39.165-1 (a) (2)) require that the 
plan contain a definite formula for an- 
nual contributions of a portion of each 
year’s profits. If profits are earned, 
the contribution must be paid. The 
courts, however, have held that: a plan 
can qualify even in the absence of a 
formula (Produce Reporter Co., 18 
T.C. 69, non-acq.); a plan that pro- 
vides for one lump-sum contribution 
and no recurring contributions can 
qualify (Lincoln Electric Co. vV. 
Comm., 190 F.(2d) 326); a plan is 
not disqualified because the profit-shar- 
ing percentage is reduced after the plan 
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has been in operation (Wagner Mfg. 
Co., 18 T.C. 657). On the other hand, 
the courts have held that a contribution 
in excess of the formula in the plan is 
voluntary and therefore not deductible 
(McClintock-Trunkey Co., 19 T.C. 
297). 


Employee Savings Plans 

This type of plan is somewhat simi- 
lar to a qualified pension or profit- 
sharing plan and, although its primary 
purpose is to benefit employees in gen- 
eral, it may also benefit executives. 
Under such a plan the employee is af- 
forded an opportunity to make regular 
savings which are matched, at least in 
part, by a contribution by the company. 
The plan is administered by a trustee 
who has charge of investing the em- 
ployee’s funds. In some cases the 
employee may have a voice in making 
the choice of securities. Also some 
plans have provisions permitting the 
employee to make withdrawals of both 
his own and the employer’s contribu- 
tions. One advantage over a pension or 
profit-sharing plan is that by selecting 
the securities in which the funds are 
invested, the effects of inflation can be 
minimized. 

For Federal income tax purposes, 
the employee’s contributions will not 
be deductible, but he will not be subject 
to tax on the employer’s contribution 
or on any income accruing to his ac- 
count until such time as all or part of 
his account is withdrawn. If a with- 
drawal is occasioned by death, incom- 
petency, disability, retirement or termi- 
nation of employment, the excess of 
the withdrawal over the employee’s 
contribution will be taxed as a long- 
term capital gain, except to the extent 
such excess represents unrealized ap- 
preciation of stock of the employer 
purchased in the plan. Tax on such 
appreciation is deferred until disposal 
of the stock. 

In the case of any other complete 
withdrawal, the excess will be taxed 
as ordinary income. When there is a 
partial withdrawal, the employee will 
be taxed as the owner of an annuity. 
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Cash Bonuses 


If the executive is not so concerned 
with the immediate tax on his com- 
pensation but desires to secure a share 
of the earnings of the enterprise and 
if the company wishes to provide in- 
centive for the executive to put forth 
a greater effort, a cash bonus plan may 
be appropriate. This may be a volun- 
tary plan on the part of the employer, 
in which case the Board of Directors 
can decide each year how much of the 
profits shall be distributed and to which 
employees. If the executive objects to 
having the distribution completely at 
the discretion of the Board, the plan 
can be put in the form of a contract 
specifying the percentage to be dis- 
tributed each year. The contract may 
specify the percentage distributable to 
each employee or only specify the total 
percentage, leaving the amount for each 
employee to the discretion of the Board 
of Directors. In addition, the plan may 
increase the incentive by providing a 
“hurdle” so that the employees only 
share in profits in excess of a specified 
amount. Another variation might be 
that the executives receive a certain 
percentage of profits in the first brac- 
ket, say the first $100,000 and an 
increased percentage of the next 
$100,000, and so forth. 

In the case of all non-deferred cash 
bonus plans, the income will be tax- 
able to the employee when received 
and, assuming the total compensation 
is reasonable, will be deductible by the 
employer in the year paid or accrued. 
If the executive is a more than 50% 
stockholder who reports on the cash 
basis and the corporation is on the ac- 
crual basis, care should be exercised 
that the bonus is paid or is includible 
in the employee’s income within 2% 
months after the end of the year or, 
otherwise, the deduction will be dis- 
allowed to the corporation for all time. 


Stock Bonus Plans 


The usual type of stock bonus plan 
provides for the determination of an 
amount of bonus based on a percentage 
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of earnings of the year. This amount 
of cash is then used to purchase stock 
of the employer which can be dis- 
tributed to employees in various ways. 

The stock may be distributed im- 
mediately to the employees. In this 
case, the employee immediately re- 
alizes taxable income in the amount of 
the fair market value of the stock and 
the corporation obtains a deduction of 
the same amount. 

Alternatively, the stock may be dis- 
tributed in installments over say five 
years with each installment conditioned 
upon the employee remaining in the 
corporation’s employ on the December 
31 preceding the installment date. The 
principal practical benefit of this plan 
to the employer is that it provides a 
string on the employee since he cannot 
leave at any time without sacrificing 
four bonus installments. The employee 
is enabled to average his earnings so 
he does not have a very high income 
in a good year and no bonus in a loss 
year. From the tax point of view, the 
employee realizes ordinary income in 
amount of the market value of the 
stock on the installment date and the 
employer obtains a deduction of the 
same amount either on the date the in- 
stallment was earned out or when the 
distribution is made to the employee. 
In the past the Service has issued 
rulings that the deduction accrues on 
the date earned out but they now hold 
that it is not deductible until paid 
(Regulations 118, Sec. 39.23 (p)-1 
(d)). 

Although the excess of fair value of 
the treasury stock paid out by the em- 
ployer over the cost thereof is taxable 
as a capital gain, there is still a sub- 
stantial tax advantage to the employer. 
He obtains an ordinary deduction for 
the full value of the stock but only 
pays a capital gain tax on the appre- 
ciation. Thus, under present law he 
has a tax-free cash profit of 26% of 
the appreciation. Furthermore, it ap- 
pears possible to avoid even capital 
gain tax on the appreciation by retiring 
the treasury stock and issuing new, 
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previously unissued stock to the em- 
ployee. 

A major objection to the preceding 
two plans is that the employee may 
have to sell some of the stock in order 
to pay the income tax. This can be 
overcome by splitting each payment to 
the employee into partly stock and 
partly cash, with a sufficient amount 
of cash to pay the tax on the whole 
installment. 

Other variations of stock bonus 
plans spread the payment to the em- 
ployee over some period commencing 
with his retirement. Under these plans 
he may actually receive stock or only 
the dividends and appreciation on the 
stock. In either case, as long as his 
stock or interest does not vest prior to 
the time of payment, the employee has 
no taxable income and the employer 
no allowable deduction until payment 
is made. The principal disadvantage 
of the stock bonus plans which defer 
payment until after retirement is that 
depreciation of the stock may have 
tragic consequences to the employee. 
This, however, is a risk which must be 
assumed under a stock bonus plan if 
one is to exchange high tax rates in the 
years of employment for lower tax 
rates in the years after retirement. 


Stock Purchase 


When an employee wishes to acquire 
a present stock ownership in the busi- 
ness, he is frequently unable to raise 
the necessary funds. A variety of 
means have been adopted to provide 
these funds. 

The most common method is for the 
employer to loan the purchase price to 
the employee and then make an out- 
right sale of the stock. The loan is 
then repaid in installments. In this 
type of transaction it is necessary to 
adopt certain safeguards lest the sale 
be treated by the Service as a stock 
option or as additional compensation. 
To avoid the charge that a stock option 
has. been granted there should be a 
complete transfer of all rights of own- 
ership including the right to dividends 
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and the right to pledge as collateral. 
Also the employee should be uncondi- 
tionally liable for the purchase price. 
To avoid the risk of additional com- 
pensation, the price should equal mar- 
ket value and reasonable interest should 
be charged on the loan. If the em- 
ployer owns treasury stock which has 
appreciated, he should use other pre- 
viously unissued stock to sell to the 
employee. If he sells the appreciated 
treasury stock he will probably be 
taxed on the gain. 

Another means of overcoming the 
executive’s lack of sufficient funds is 
to create a low cost stock which con- 
tains the possibility of appreciation if 
earnings increase. This might be the 
stock of an affiliate which has been 
organized to enter a new line of busi- 
ness where, at the start, the stock 
would have little value but would ap- 
preciate as the new business pro- 
gressed. Alternatively, a new class of 
stock might be created which would 
have no share in the present assets or 
the current level of earnings but which 
would share equally with the old stock 
in any increase in earnings or assets. 

Recent court decisions have sug- 
gested another method of providing low 
cost stock for executives. Stock, which 
is so restricted as to resale and liquida- 
tion rights that its market value is 
depressed, is sold to executives at the 
depressed price. Later the restrictions 
are lifted either automatically or by 
action of the corporation. If done by 
action of the corporation, it must not 
be in accordance with any prior obli- 
gation to do so. The Tax Court has 
held that such an arrangement does 
not result in income to the employee 
at the time of acquisition (Kuchman, 
18 T.C. 154) nor at the time the re- 
strictions are lifted (Lehman, 17 T.C. 
152). Since the courts have held that 
the gain on subsequent sale results in 
a capital gain (Lehman, supra) this 
plan is highly beneficial to the em- 
ployee. On the other hand, the em- 
ployer is not so fortunate. He has 
parted with valuable stock and will 
receive no tax deduction. 
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In most stock purchase plans, the 
employer assumes the risk of any 
future decline in the market. However, 
in one instance the company assumed 
most of the risk in the following man- 
ner. Stock of a newly created man- 
agement investment company was sold 
to executives at a low price. The em- 
ployer then guaranteed a bank loan to 
the investment company and the pro- 
ceeds were used to purchase stock of 
the employer. If the employer’s stock 
went up, the executive common stock- 
holders received the benefit; if it went 
down, the employer was left holding 
the bag on the loan. Caution, how- 
ever, should be exercised in consider- 
ing this type of transaction since the 
Internal Revenue Service refused to 
approve it and the minority stockhold- 
ers objected. 

If the present stockholders wish to 
retire from active participation in the 
business and turn over to some of the 
younger executives the active manage- 
ment together with a common stock 
equity incentive, this may be accom- 
plished by creating a new preferred 
stock with redemption rights equivalent 
to the present net worth and dividend 


‘requirements equal to the present level 


of earnings. Such new preferred would 
then be declared as a tax-free stock 
dividend on the common. After the 
dividend the common would have little 
value and some or all of it could be 
sold at a low price to the new execu- 
tives. This plan gives the new execu- 
tives an interest in the company, and 
much less risk than most other types 
of stock purchase plans. The former 
common stockholders would have no 
tax except a capital gain when the 
preferred is sold and probably a small 
capital gain when the common is sold 
to the new executives. The new com- 
mon stockholders would have no tax 
except on dividends and on the capital 
gain if they sell their stock. The pre- 
ferred stockholders, however, should 
be careful about selling their preferred 
stock before the expiration of a rea- 
sonable period, at least five years, lest 
it be held that the preferred stock divi- 
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dend was the equivalent of a taxable 
distribution of earnings. 


Stock Options 

Stock options are divided into two 
classes, restricted and non-restricted. 
In order to qualify as a restricted stock 
option the option must have been 
granted to an individual by the em- 
ployer corporation or an affiliate for 
any reason in connection with his em- 
ployment. The option price must be 
at least 85% of the fair market value 
of the stock at the time the option 
was granted. The option must be non- 
transferable except at death and must 
be exercisable only by the employee. 
It must be exercised during the op- 
tionee’s term of employment plus three 
months. The stock acquired must not 
be sold until two years after the option 
was granted and six months after the 
option was exercised. At the time the 
option was granted, the optionee can- 
not own over 10% of the stock of the 
employer or its affiliates. If the option 
meets the aforementioned conditions, 
the employee realizes no income at the 
time the option is granted. If the op- 
tion price is at least 95% of the stock 
value on the date the option was 
granted, the employee will have only a 
capital gain tax at the time the stock 
is sold. If the option price is between 
85% and 95% of the stock value at 
the date the option was granted, when 
the stock is sold the difference between 
the option price and the lesser of fair 
market value on the date the option was 
granted or the fair market value at the 
date the stock is sold is ordinary in- 
come and the balance is capital gain. 
On the employer’s side, he receives no 
tax deduction in connection with a re- 
stricted stock option. The financing of 
the executive’s exercise of the options 
can be arranged by the usual means of 
loans by the employer or the privilege 
of exercising the option in installments. 

In drafting the option agreement, 
care should be exercised that the cor- 
poration receives adequate considera- 
tion such as assurance of the continued 
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services of the executive. Otherwise 
the plan may be held invalid under 
state law (Gottlieb v. Heyden Chemical 
and Kerbs v. California Eastern Air- 
ways, Inc., Del. S. Ct. July 17, 1952). 

A non-restricted stock option is one 
when the option price is less than 85% 
of the fair market value of the stock 
at the date the option is granted. The 
Regulations (Reg. 118, Sec. 39.22(a)- 
1(c)) on non-restricted stock options 
state that, regardless of compensatory 
intent, the spread between the option 
price and the fair market value of the 
stock on the date of exercise is ordi- 
nary income to the employee. Con- 
sistently the employer will obtain a tax 
deduction for the spread. 

It is possible that the courts will 
only apply the rule of the above Regu- 
lations if the option is compensatory 
in nature. There is no indication in 
the committee reports on Section 
130A I.R.C. that Congress intended to 
change existing law with respect to 
compensatory and non-compensatory 
stock options. Also recent court deci- 
sions still maintain the distinction be- 
tween compensatory and non-compen- 
satory stock options. (Bradner and 
Strauss IT, 1952 T.C. Memo and Haz- 
elton, 1953 T.C. Memo). 


Deferred Compensation Contracts 


This type of contract, which has be- 
come increasingly popular in recent 
years, is usually not applied to a group 
but is confined to specific contracts with 
a few individuals. The usual pattern 
of these contracts is an agreement that 
if the employee continues his service 
for a specified number of years the 
employer will, after termination, pay 
him an annual amount for life or for 
a specified number of years. The ob- 
vious advantage to the employee is 
that he will be taxed only when he 
receives the payments after retirement, 
presumably in a lower tax bracket. The 
employer obtains a tax deduction only 
when payment is made. If the em- 
ployee dies and payments are made to 
his beneficiaries, the first $5,000 will 
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be exempt to the extent it is forfeit- 
able at date of death. 

Since the Service is inclined to look 
with some disfavor on deferred com- 
pensation plans, it is advisable to hedge 
them with as many safeguards as pos- 
sible. However, in order to set up the 
safeguards, it is necessary to know the 
possible lines of attack which might be 
pursued by the Treasury. In the first 
place, the theory of constructive receipt 
might be advanced. In most cases this 
does not involve much risk since, under 
the contract, the employee has no right 
to demand the money. It could, though, 
be more serious where the employee is 
a substantial stockholder. 

Secondly, the Treasury could ad- 
vance the economic benefit theory and 
tax the employee on the fair value of 
the contract on the date of execution or 
the date of retirement. To avoid this 
risk the employee’s rights should re- 
main unvested through a requirement 
that he continue to work for the com- 
pany until retirement and thereafter 
agree to render consulting service or 
agree not to compete for a period of 
years. It is also wise to keep the 
amount of the pay-out indeterminate 
by requiring future payments to be 
reduced by any income earned during 
the retirement period or varying pay- 
ments with the company’s profits or 
tieing future payments to a cost-of- 
living index or some other variable. 
In order to be effective all these con- 
ditions must be real, not sham. 

The third possible line of attack 
might be that if the contract is speci- 
cally funded, the Treasury might treat 
it as a non-qualified pension plan under 
which, if the employee’s rights are 
forfeitable, the employer would lose 
its deduction for all time. If the em- 
ployee’s rights were non-forfeitable, 
the employer would get a current de- 


duction but the employee would be 
taxed immediately on an amount which 
he will not receive until far in the 
future. It is necessary, however, to dis- 
tinguish between funding and financ- 
ing. If the employer puts funds be- 
yond his control in a trust fund or an 
insurance policy naming the employer 
as beneficiary, that is funding with the 
aforementioned tax consequences. On 
the other hand, there is nothing to 
prevent the employer from financing 
its future obligations. Thus ordinary 
book reserves or simple designation of 
bank accounts would not constitute 
funding, nor would the purchase of 
securities or purchase of annuity or 
life insurance contracts, as long as the 
latter name the employer as beneficiary. 

Finally it is possible to convert de- 
ferred compensation into the much 
sought-after capital gains. If an indi- 
vidual upon termination assigns a con- 
tractual right to receive for a period 
of not less than 5 years a percentage 
of the future profits or receipts of the 
employer, the proceeds will be treated 
as a long-term capital gain. The catch 
is that the individual must have been 
employed for twenty years and the 
contractual right held for twelve years 
prior to the termination. Also the 
proceeds must be received in one tax- 
able year after the termination of em- 
ployment. Thus, as a practical matter, 
this concession is of little value to 
anyone entering into a contract at the 
present time. The time requriement is 
so long that there is no assurance that 
the exemption will still be in the law 
when the contract matures. 

In conclusion, there are many meth- 
ods of providing additional compensa- 
tion for executives, each with varying 
economic and tax consequences. It is 
therefore the duty of the adviser to 
tailor the plan to the requirements of 
the situation and individuals concerned. 
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Conducted by BENJAMIN Harrow, C.P.A. 


Compensation Paid Other 
Than in Cash 


A taxpayer who computes his income 
on the cash basis must remember that 
his taxable income is not limited to the 
actual money he receives. He is also 
taxable on the cash equivalent of any 
property he receives as income or any 
other benefits he receives as payment 
for services. As the Regulation puts 
it (Art. 25), 

“the fair market value of the thing taken 

in payment at the time such payment is 

made is the amount to be included as 
income. 
So if an employee of a corporation is 
paid in stock of that corporation, the 
fair market value of the stock is taxable 
as income just as if the employee had 
received cash. 

Article 25 excludes certain benefits 

from taxable income. [or example, 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
a past Vice-President of the Society 
and is now serving on the Society’s 
Committees on Awards and Publi- 
cations. He is a past Chairman of 
its Committee on State Taxation. 


He is also a member of the 
Institute’s Committee on Federal 
Taxation. 


Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 


New York City. 











1 September 24, 1953. 
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premiums paid by an employer on 
group life insurance policies covering 
the lives of his employees are not 
income, even though the beneficiaries 
may be designated by the employees. 
That would not be true of individual 
life insurance policies. 

Board, lodging, maintenance or liv- 
ing quarters furnished to employees as 
a part of the contract of employment, 
whether expressed or implied, are in- 
cludible as income if they have a cash 
value and serve to reduce the personal 
living expenses of the employee. 
Article 25 adds that 

“where such remuneration constitutes 

purely a gratuity or voluntary payment 

independent of the contract of employment 
and provided that no pecuniary benefit or 
profit accrues to the employee therefrom, 


the same will not be considered as tax- 
able income.” 


The state law, unlike the federal law, 
never determined the taxability of such 
emoluments under a_ benefit-of-em- 
ployer doctrine. 

A recent revision? of Article 25 ex- 
cludes from income employee contribu- 
tions under the New York Disability 
Benefits Law which are assumed and 
paid by employers. Contributions to 
retirement or pension funds are tax- 
able. The Tax Commission long ago 
ruled that the value of maintenance 
furnished to a hospital employee was 
taxable, even though the employee was 
subject to call at-any time of day or 
night. In the case of employees of a 
state institution, the cash value of his 
board and maintenance is taxable in- 
come. If his annual salary is less than 
$2,000, this value is deemed to be the 
additional salary which would be pay- 
able if the employee lived outside the 
institution. Where the compensation 
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is $2,000, or more, the value of the 
maintenance is deemed to be one-half 
of the annual salary paid. 


Deduction for Entertainment 

Expenses 

Entertainment expenditures may be 
ordinary and necessary expenses of a 
business or expenses in connection with 
the production of income, and so are 
deductible from gross income. Such 
expenditures must actually have been 
made and may not be estimated. That 
means that the taxpayer must substan- 
tiate every expenditure by satisfactory 
evidence that the expenditure was 
made. While the law and regulations 
do not say specifically that the deduc- 
tion must satisfy a requirement of 
reasonableness, such as is required in 
the case of officers’ salaries, a number 
of cases have held that the ordinary and 
necessary qualification implies a stand- 
ard of reasonableness. 

It is not always possible to substan- 
tiate every item of entertainment ex- 
pense for which a taxpayer seeks a 
deduction, but the deduction is never- 
theless permitted under the Cohan? 
rule. The court in that case held that 
where the evidence indicates that the 
taxpayer has incurred such an expense 
but the exact amount cannot be deter- 
mined the court must make “as close 
an approximation as it can, bearing 
heavily if it chooses upon the taxpayer 
whose inexactitude is of his own mak- 
ing.” However the deduction may not 
be disallowed entirely. This deduction 
apparently has been much abused and 
the Commissioner is attempting to deal 
with the situation administratively. He 
is requiring Revenue Agents to ask for 
the names of customers entertained 
and of those who receive gifts and 
proof that such expenditures were 
necessary to get business. He has also 
set up a rule of reasonableness and 





suggests the keeping of records show- 
ing what was given, to whom, and why 
the gift or expenditure qualifies as a 
business expense. The Tax Court ap- 
proved this policy in a recent case* 
when it disallowed a major portion of 
expenses claimed for maintaining a 
boat and a hunting camp for customers. 
The taxpayer was unable to show the 
number of customers entertained or 
the extent of the personal use of the 
boat and hunting camp. 

In another recent Tax Court case* 
the court held that the cost of meals 
and entertainment of the taxpayer and 
his family were not deductible even 
though they were connected with busi- 
ness entertainment. Until this decision, 
if a taxpayer went to lunch with a cus- 
tomer for a business purpose, the entire 
expense was allowed as a deduction. 
This decision holds that the deductible 
expense is limited to the excess of that 
which would have been made for the 
taxpayer’s personal purposes. Further- 
more, the court states that it will re- 
quire “clear and detailed evidence as to 
each instance that the expenditure in 
question was different or in excess of” 
the normal personal expenditure. The 
court adds “that even under the Cohan 
rule no amount whatever for such ex- 
penses may properly be claimed.” 


In this case the taxpayer who was 
engaged in the specialized practice of 
industrial medicine claimed as business 
expenses gifts to elevator operators, 
parking lot attendants, hospital em- 
ployees, the amount spent for a hunting 
trip, gifts to medical associates, ex- 
pense of publishing an article, cost of 
lunches at meetings of the chamber of 
commerce and the city hospital council. 
All of these deductions were disallowed 
for failure to show that they played 
any part in bringing in business from 
industrial or insurance clients. The 
court did allow 25% of the entertain- 


2 Cohan v. Commissioner, 39 F(2d) 540 (2nd Cir.), 1930. 


3 McCall, T. C. Memo, October 21, 1953. 


4 Richard H. Sutter, 21 T. C., No. 20; October 30, 1953. 
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ment expenses, as well as 25% of the 
cost of maintenance and depreciation 
of a cabin cruiser, on the ground that 
a part of these expenditures could be 
characterized as the ordinary conse- 
quences of the taxpayer’s business. 
Under the New York law there is no 
specific regulation relating to entertain- 
ment expenses. However, as long ago 
as April 27, 1922, there was an official 
announcement of the Tax Commission 
on the subject of traveling and enter- 
tainment expenses. This stated as the 
policy of the Tax Commission that 
“taxpayers who claim as deductions items 
of traveling expenses or entertainment of 
customers will be required to substantiate 
these claims where the items exceed 
amounts normal in the line of business in 
which they are engaged.” 


By substantiation the Commission 
meant receipts or regularly kept books 
of account. “Mere estimates will not 
be accepted as proof.” The Commis- 
sion goes on to say that salesmen, 
actors, etc., should be treated no differ- 
ently from taxpayers in other lines of 
business who keep books. To be ac- 
ceptable, evidence produced must be 
complete. “Hearings will not be ac- 
corded to taxpayers for the mere pur- 
pose of allowing them to hold forth 
upon the subject of their own honesty.” 
Hearings on this issue are held only 
in Albany and the taxpayer is warned 
that he “should come prepared to give 
testimony which would be accepted in 
a court of law as controlling evidence 
and to undergo cross-examination 
under oath.” 

The State Tax Commission is also 
very mueh interested in this problem 
because federal changes in net income 
must be reported to the State within 
90 days of a final determination. The 
State usually accepts the federal deter- 
mination although it may make its own 
independent disallowance of entertain- 
ment expenses and disregard the 
federal determination. 
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Personnel Changes in the Department 
of Taxation and Finance 


The recent retirements of Spencer 
E. Bates, President of the State Tax 
Commission and Emory W. Burton, 
Deptty Tax Commissioner and Direc- 
tor of the Corporation Tax Bureau, 
have brought to the fore two other 
familiar personalities. Allen J. Good- 
rich, already a member of the State 
Tax Commission, has been appointed 
President for the term expiring De- 
cember 31, 1954. Although a compara- 
tively recent appointee to the Tax 
Commission he is well known to most 
of us. He has made a thorough study 
of the tax problems of the state and 
has worked closely with our profession 
in resolving taxpayers’ problems. His 
first official act was to permit us to file 
photo-copies of franchise and income 
tax returns. This was not an easy deci- 
sion to make, as those of us who con- 
ferred with him know, since the state 
has serious filing and processing prob- 
lems that will be affected by the new 
devices. The desire to cooperate with 
taxpayers and their accountants was 
of great concern to Commissioner 
Goodrich. 

Arthur M. Gundlach, long a familiar 
figure in the Albany office of the Cor- 
poration Tax Bureau, now heads the 
sureau as Director and Deputy Tax 
Commissioner. He had worked closely 
with Emory W. Burton and we can 
look forward to continued efficient 
administration of the Corporation Tax 
Bureau. 


William F. Sullivan now heads the 
important Board of Conferees as its 
chairman. He has been with the Cor- 
poration Bureau for over 35 years. 


It is good to see the name of Edward 
J. Pidgeon as Senior Tax Administra- 
tive Supervisor and Chief of the Field 
Audit Section. For many years he was 
Income Tax Supervisor attached to the 
New York office. Those of us who had 
the opportunity to confer with him on 
behalf of taxpayers came away im- 
pressed with his fairness and thorough 
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understanding of the New York tax 
laws. His advancement to his present 
position is well deserved. 


Committee on State Taxation— 
Technical Meeting 


On December Ist, our Society held 
a technical meeting at the Engineering 
Societies Building under the auspices 
of the Committee on State Taxation. 
It was a most successful session, un- 
usually well attended. The short formal 
talks were well delivered and instruc- 
tive. Oscar Hanigsberg spoke on “The 
Effect of Federal Changes on New 
York State Income.” He dealt with 
the requirement in the franchise tax 
law, as well as the income tax law, to 
report such changes within ninety days 
of a final determination. Deputy Com- 
missioner Kassell spoke on the im- 
portant subject of “Tax Practice be- 
fore State Bureaus.” He dealt with 
the procedure relating to informal and 
formal hearings. We always expect an 
outstanding performance when Com- 
missioner Kassell addresses us and 
naturally we were not disappointed. 
Members are advised to read the talk 
when it is published in this magazine. 

A special feature of the meeting was 
the presence of the newly appointed 
President of the State Tax Commis- 
sion, Allen J. Goodrich. He not only 
gave us an instructive talk on the policy 
of the Tax Commission in relation to 
taxpayers and the problem of change 
of classification of real estate corpora- 
tions, but he also headed the panel of 
speakers and guests who answered the 
questions from the floor. Other guests 
included Arthur M. Gundlach, Deputy 
Tax Commissioner and Director of the 
Corporation Tax Bureau, George P. 
Klein, Deputy Tax Commissioner and 
Director of the Income Tax Bureau, 
and Nathan H. Mitchell, Deputy Tax 
Commissioner and Director of the 
Special Investigations Bureau. The 
members present took an active part 
in the question and answer period. In 
the opinion of many this was one of 
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technical 


the most successful of our 
sessions on State Taxation. 


The Spin-off 


Generally an exchange of property 
is a completed transaction and results 
in a realization of taxable income. 
Some exchanges are exceptions to the 
general rule. ‘or example, an exchange 
of property held for productive use in 
trade or business for property of a like 
kind ; an exchange of common stock in 
a corporation solely for common stock 
in the same corporation; an exchange 
of preferred stock in a corporation 
solely for preferred stock in the same 
corporation. (Sec. 354 (1).) 

Another exception is the exchange 
of stock or securities in connection 
with a reorganization. Section 354 (2) 
provides that 

“no gain or loss shall be recognized if 

stock or securities in a corporation a 

party to a reorganization are, in pursuance 

of the plan of reorganization, exchanged 
solely for stock or securities in such cor- 
poration or in another corporation a party 
to the reorganization.” 
This exception recognizes the fact that 
such exchanges result only in a change 
of form and the property interests of 
the shareholders or of the corporations 
are not substantially affected. Business 
conditions or state laws make such re- 
organizations desirable. Typical illus- 
trations of such reorganizations are 
mergers, consolidations and split ups 
of one kind or another. 

A desirable type of reorganization 
is the spin-off. In this type a corpora- 
tion transfers a portion of its assets 
to another corporation in exchange for 
stock of the latter corporation. The 
transferor corporation then distributes 
the stock of the transferee corporation 
to its shareholders. Now each share- 
holder owns stock in both corporations, 
but the interest of each shareholder is 
actually what it was before the re- 
organization. Under the federal law 
this type of reorganization could be 
accomplished tax-free prior to 1934, 
and under the state law prior to the 
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repeal of former Section 354 (5) by 
the 1939 Legislature. It was felt that 
the distribution of stock of the trans- 
feree corporation to the shareholders 
of the transferor corporation without 
any exchange made it possible to use 
the spin-off reorganization as a device 
for the distribution of earnings and 
profits without tax. 

[It is comparatively simple to convert 
the distribution of stock of the trans- 
feree corporation into an exchange by 
having the shareholders of the trans- 
feror corporation give up some of their 
stock in the latter corporation. Because 
such an exchange is merely a gesture 
without reality, the business community 
has found this requirement irksome. 
It was an unnecessary motion made 
merely to comply with the technical 
requirements of the law. To the un- 
wary taxpayer and his advisor failure 
to comply with this mechanical ex- 
change resulted in a tax on the dis- 
tribution, which was unrealistic. 

Congress was finally prevailed upon 
to remedy this situation and, in 1951, 
Section 112 (b)(11) was added to the 
Code restoring the law to what it was 
prior to 1934. Two safeguards were 
added. All parties to the reorganiza- 
tion must continue the active conduct 
of a trade or business, at least in the 
foreseeable future, and it must be evi- 
dent that the corporation whose stock 
is distributed is not being used prin- 
cipally as a device for the distribution 
of earnings and profits-to the share- 
holders of any corporation a party to 
the reorganization. 

At the present time there is no com- 
parable provision under the New York 
law and such a distribution could 
therefore be taxable as an ordinary 
dividend to shareholders, even though 
non-taxable under the federal law. The 
fax Commission will probably con- 
form the state law with the federal, 
since it would be quite a serious matter 
for a taxpayer to run into a taxable 
situation because of a technical re- 
quirement in the law when the trans- 
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action, a reorganization, does not re- 
sult in a true realization of income. 
Other states confronted with the 
same situation are meeting it adminis- 
tratively by ruling that such a distribu- 
tion made in connection with a 
reorganization is tax free. Perhaps 
New York could treat this situation in 
the same way. If it does, it will prob- 
ably guard against the possibility that 
the corporation whose stock is dis- 
tributed is being used as a device for 
the distribution of earnings. If the 
Tax Commission decides that the 
Legislature must authorize the change, 
it may offer its own bill recommending 
it. At any rate it will not oppose such 
a bill since it was the policy of the 
Commission for about twenty years to 
exclude such a distribution from tax. 


Permanent Place of Business— 
Franchise Tax 


Unless a corporation is doing busi- 
ness within and without New York all 
of its business income is subject to the 
New York Franchise Tax. The mere 
carrying on of activities across state 
lines does not mean that a New York 
Corporation will be permitted to allo- 
cate some of its income without the 
state. For example, a New York cor- 
poration may sell to customers outside 
the state and deliver merchandise out- 
side New York. That degree of inter- 
state commerce is not sufficient to 
entitle the corporation to any allocation 
of its income. Something more is 
needed. 

For a complete allocation of business 
income under all three factors the cor- 
poration must maintain a permanent 
and continuous place of business out- 
side New York. At the recent technical 
meeting of the society devoted to State 
Taxation, a member wanted to know 
why it is necessary for a corporation 
to have a regular employee of its own 
for a place of business outside the state 
to qualify as a permanent place of 
business. 
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The Regulations provide that a per- 
manent place of business is one 

“at which the taxpayer is doing business 

in its own name in a regular and system- 

atic manner, and which is continuously 

maintained, occupied and used by the tax- 

payer in carrying on its business through 

its regul: ir employees regularly in attend- 

ance, 
Apparently the Tax Commission is of 
the opinion that a corporation could 
not maintain such a permanent place 
of business unless it had at least one 
regular employee in attendance at that 
place. Anything less than that may 
qualify as a regular place of business. 
Such an establishment does entitle a 
corporation to’an allocation, but only 
under the property facior. 

A regular place of business must be 
a bona fide office, a factory, a ware- 
house or other space regularly used by 
the corporation. Such a place does 
not have to have a regular employee of 
the corporation regularly in attendance. 
It may be a public warehouse at which 
property of the taxpayer is stored 
regularly until shipped to customers: 
Likewise if raw material or partly 
finished goods are delivered to an in- 
dependent contractor to be converted, 
processed, finished or improved and 
the finished goods remain in possession 
of the independent contractor until 
shipped to customers, the plant of the 
independent contractor is considered a 
regular place of business. 


Section 112 (b)(6)—Dissolutions 


Under the Internal Revenue Code 
no gain or loss is recognized upon the 
receipt by a corporation of property 
distributed in complete liquidation of 
a subsidiary corporation. 

One of our members asks if there 
is a similar provision under Article 
9A. There is no similar provision, but 
if the liquidating corporation is a sub- 
sidiary of the other corporation, a dis- 
tribution resulting in a gain would not 
be taxed because all income and gains 
from subsidiary capital are deducted in 
determining entire net income. A sub- 
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sidiary corporation is one of which 
over 50% of the voting stock is owned 
by the taxpayer. Under IRC Section 
112 (b) (6), the corporation receiving 
the property of the liquidating corpo- 
ration must own 80% of the voting 
stock and 80% of any non-voting 
common for the distribution to be non- 
taxable. 

It should be noted that, under Article 
9A, if a corporation owns 50% or less 
of stock in another corporation, a dis- 
tribution in liquidation would result in 
a taxable capital gain. Such a gain is 
classified as income from investment 
capital. 


Credit for Income Taxed in 
Two States 


A resident of the state is taxed on 
income from all sources. If such a 
resident is also taxed in another juris- 
diction on all or a part of his income 
the law does not provide for any 
credit against the tax. The credit pro- 
vision in Section 363 (1) relates to 
non-residents who are taxed in New 
York on income from New York 
sources and who are also taxed in 
other states on such income. Even this 
credit is subject to the condition that 
the laws of the other state grant a sub- 
stantially similar credit to residents of 
this state, or exempt from tax the per- 
sonal incomes of residents of New 
York. 

One of our members cites the case 
of an individual domiciled in Virginia 
and subject to income tax by that state 
on his income from all sources. He 
maintains a permanent place of abode 
in New York and spends more than 
seven months of the year in the state. 
Is he entitled to a credit by reason of 
the fact that he is paying a tax on the 
same income in two jurisdictions? 

Under the stated facts, this indivi- 
dual is taxable in New York as a resi- 
dent on his income from all sources. 
Since he is not considered a non-resi- 
dent he receives no credit for taxes 
paid in Virginia. As early in the ad- 
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ministration of the law as March 25, 
1921, the Attorney General ruled that 
any person who is a resident of New 
York between July Ist and December 
31st is regarded as a resident for tax 
purposes for the entire year. As such, 
he may not claim the credit under Sec- 
tion 363 (1), even though he may be 
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regarded as a resident under the laws 
of another state for the entire year or 
any part thereof. 

A resident of Virginia who pays 
taxes in New York as a non-resident 
would be eligible for the credit, but not 
if he is taxable in New York as a 
resident. 


For Whom the Cap Fits 


(Continued from page 29) 


With reference to insufficient super- 
vision, just mentioned, many persons 
receive and study reports and prospec- 
tuses containing auditors’ opinions and 
financial statements, and, these, if care- 
lessly prepared, can reflect adversely 
not only on the accountants involved 
but also on the profession as a whole. 
Principals’ freedom from actual con- 
tact with the work in hand, coupled 
with remote supervision by them, can 
prove to be for public accountancy an 





Achillian heel or a Siegfried spot, and 
lead to serious consequences. Fortun- 
ately, unlike the plight of the legendary 
heroes, the vulnerabilities are curable 
if employer and employee heed the 
advice contained in Ephesians 4:1 “I 
beseech you that ye walk worthy of the 
vocation to which ye are called”; and, 
the sterner admonition in Ephesians 
5:15 “See then that ye walk circum- 
spectly, not as fools, but as wise.” 























Office and Staff Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 











Conducted by Max Btock, 


Preparing for the Auditor— 

Cutting Audits 

There may be pressure at this time 
from clients for reductions in audit 
costs where operations are unprofitable. 
One logical avenue for economies, 
without jeopardizing the quality of the 


audit, is to get the client’s staff to 
render all possible assistance to the 
accountant. On annual audits, in par- 


ticular, worthwhile savings can be ef- 
fected by having certain schedules and 
other data prepared and ready for the 
accountant. 

This subject has been discussed 
accounting literature and the idea has 
undoubtedly been put to use in many 
instances. However, there may never- 
theless be many additional opportuni- 
ties for utilization, and further exten- 
sion, of this cost-saving form of co- 
operation. 

It is significant that an important 
trade association, the Lithographers 
National Association, Inc., issued a 
comprehensive bulletin to its members 
(2235-C. Nov. 5, 1953) entitled “A 
Suggestion for Reducing the Cost of 
Annual Audits” 

This is a quotation from the bulle- 
tin: 

“Discussions at various of our Commit- 


tee meetings have brought out the fact 





Max Brock, C.P.A. (N. Y., Pa.), 
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Accountants. He is a lecturer at 
The City College of New York in 
the graduate course on Accounting 
Practice. Mr. Block is a member of 
the firm of Anchin, Block & Anchin. 
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that audit bills can and were being sub- 
stantially reduced, and mainly in two 
ways: 

a. by providing the auditors with vari- 
ous of the schedules and account 
analyses which they ordinarily pre- 
pare themselves, but which in many 
instances can be prepared by the 
lithographer, checked by the auditors 
and retained by them as part of their 
working papers. 

b. by providing the auditors, to the 
greatest extent possible, with clerical 
help at the time of the audit and 
before.” 


There is a serious question whether 
substantial savings are possible in every 
instance, regardless of the size of the 
audit. Moreover, the use of the cli- 
ent’s staff may have a bearing on the 
independence of the accountant. This 
problem is referred to in the bulletin 
but the proposal is fraught with dan- 
ger, to wit: 

“In connection with providing the audi- 
tors with clerical assistance particularly, 
it must be remembered that your auditors 
must maintain their position as being en- 
tirely independent of your organization. 
However, it is possible that you may be 
permitted to supply some clerical assist- 
ance. For example, in connection with 
verifications of Accounts Receivable and 
other such verifications, it is possible that 
your auditors may permit you to prepare 
the forms and mail them with the returns 
going direct to the auditors’ office.” 

A check list of schedules that can 
possibly be prepared for the auditor is 
part of the bulletin and it covers virtu- 
ally all of the balance sheet items, and 
income and expense analyses. In ef- 
fect, accountants would merely review 
rather than prepare and review the 
schedules, if that idea is fully carried 
out. 

For those who are interested in the 
subject, there is available a pamphlet 
entitled “Preparing for the Auditors” 
which contains a list, with some expla- 
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Office and Staff Management 


nation, of the work that can be done 
by the client. This pamphlet (pub- 
lisher’s name will be submitted on re- 
quest) is inexpensive and can either 
be furnished to the client—modified, 
if necessary—or the client can be ad- 
vised to purchase it. 


Advise Individual Clients to Check 
Their Social Security Earnings 
Record 


When you mail or deliver personal 
income tax returns, send along to all 
individual clients covered for social se- 
curity, a reminder that they should 
check their social security earnings. 
This may save someone considerable 
grief at the time he or she expects to 
collect old-age benefits. 

Errors in earnings, mispostings to 
another covered person’s account, and 
any other errors which may reduce 
the ultimate benefits can so be recog- 
nized. Errors more than three years 
old are not corrected. 

Form OAR-7004, obtainable from 
any Social Security Field Office, or a 
letter to the Social Security Admini- 
stration, Candler Building, Baltimore 
2, Md., is sufficient. 


Cash Basis Accounting and 
Income Taxes 


The major factor in a cash basis 
accounting system, for income tax 
purposes, is that it clearly reflects in- 
come. Year-to-year distortions due to 
the cash basis are not in themselves 
sufficient ground for the Commission- 
er’s disallowance of the cash basis if 
the taxpayer otherwise is entitled to 
use it. A Tax Court Memo Decision 
(Wilham H. White, Sr., Docket 36870, 


8/31/53) draws a distinction between 
clearly and accurately reflecting in- 
come. A cash basis system seldom is 
accurate in allocating income to an 
accounting period. The Court took the 
position that as long as the records 
were honestly and clearly kept, they 
clearly reflected the income, which is 
all that the law requires. 


Court Denies Accountants’ Fees in 
Involuntary Bankruptcy Case 


In the October, 1953, issue of Credit 
I:xecutive, there is an article by Levin 
and Weintraub, attorneys, which dis- 
cusses this decision. Here are the 
facts, briefly: 

A company was petitioned into bank- 
ruptcy by creditors, but the company 
denied insolvency or that it had com- 
mitted an act of bankruptcy. It was 
necessary for the creditors, through 
their attorney, to hire an accountant 
to prove their allegations. The in- 
solvency was eventually established. 
Nevertheless, the accountants were 
denied a fee and the U. S. Court of 
Appeals held that the Bankruptcy Act 
made no provision for such compensa- 
tion to accountants for petitioning 
creditors, 

The authors make this significant 
statement: 

“The decision strikes a blow at creditors 
desirous of preventing preferential or 
fraudulent disposition of their debtor’s 
assets; it puts upon them the burden of 
paying tor such accounting services which 
are necessary for the proper procedure in 
adjudicating a debtor a bankrupt. The 
charge should be borne by the estate as an 
administration expense. An amendment to 
the Bankruptcy Act seems to be the only 
answer.” (In re Tailored Robes, Inc., 205 
F. 2d 302, CCA 2d). 
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Conducted by SAMUEL S. Ress 


Unemployment Insurance: Proposed 

Amendments for 1954 

The 1954 session of the New York 
State Legislature will have an oppor- 
tunity to pass upon two amendments, 
among others, to the Unemployment 
Insurance Law. The subject matter of 
both proposals was discussed with the 
chief administrative officials of the Di- 
vision of Employment Security of the 
State Labor Department, which col- 
lects the contributions and pays the 
benefits. The writer in his capacity of 
chairman of the Society’s Sub-commit- 
tee on Unemployment Insurance dis- 
cussed the complaints registered by 
members of the Society following 
the assessment of a large number 
of what appeared to be arbitrary 
penalties imposed for filing LO 12 
Wage Reports more than seven days 
after the date stamped on the reports. 
This action had been taken at the be- 
hest of the Committee on State Taxa- 
tion to whom the members’ protests 
had been referred. 


Ten Dollar Wage Report Penalties 
for Late Filing LO 12 Returns 


One bill would provide some relief 
in certain cases from the assessment of 
ten dollar penalties for failure to file 
Form LO 12 Wage Reports within 
seven days of the stamped mailing date 
or personal delivery of such request. 

The bill would provide that such 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936, and is also a member of the 
3ar. He has specialized in the pay- 
roll tax field since the inception of 
this type of legislation in 1936. 

Dr. Ress is Vice Chairman of the 
Society’s Committee on Labor and 
Management and a member of its 
Committee on State Taxation. 
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penalty should not be assessed unless 
the Commissioner finds it necessary to 
make an initial determination of an 
individual’s claim for benefits on the 
basis of other available information. 
Most of the complaints made by mem- 
bers of the Society against the harsh 
imposition of these ten dollar penalties 
followed the filing of reports as soon as 
it was physically possible for the ac- 
countant to prepare the reports and 
with no showing that the benefit rights 
of any individual had in any way been 
hurt by the unavoidable delay. The 
Division has given some consideration 
to the complaints registered. While 
this measure does not give all the relief 
requested by the Society’s Committee 
on State Taxation and the Sub-com- 
mittee on Unemployment Insurance, its 
enactment will alleviate some hardship. 


Voluntary Contributions to Off-Set 
Negative Account Balances 


The other bill to amend Section 581, 
subdivision 1 (e), of the Unemploy- 
ment Insurance Law, would permit an 
employer to make voluntary contribu- 
tions to offset a negative balance in the 
employer’s account due to excessive 
benefit charges or insufficient contri- 
butions paid into the fund previously. 

The bill would provide that if on any 
computation date, an employer’s ac- 
count registers a negative balance, the 
Commissioner shall notify the em- 
ployer accordingly. The employer may 
elect to pay into the fund the amount 
of such negative balance, neither more 
nor less, in which event such payment 
shall be credited to his employer’s ac- 
count as of the computation date, and 
his employer’s account balance as of 
that date shall be nothing. Such com- 
pensatory payment must be made prior 
to March 31st next following the effec- 
tive date—July lst of the prior year. 
If the state Legislature and the Gov- 
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ernor act favorably on this legislation, 
then an employer would be permitted 
to make a voluntary payment prior to 
March 3lst of the year following the 
preceding July 1st on which his Un- 
employment Insurance account showed 
a negative balance, to wipe out the 
negative balance. 

Under the present law, a negative 
balance in an employer’s account on 
any computation date, requires the 
payment of Unemployment Insurance 
contributions at the maximum 2.7 per- 
cent rate for the following three year 
period, regardless of an otherwise 
favorable condition in his account 
during that period. 

Enactment of a measure such as the 
present proposal was recommended in 
the November, 1953, “Payroll Tax 
Notes” columns of The New York 
Certified Public Accountant. 


Recent Unemployment Insurance 

Court Decisions—Termination 

of Liability 

An action was brought in the Su- 
preme Court of the State of New York 
for the purpose of having declared un- 
constitutional the provisions of section 
562 of the Unemployment Insurance 
Law. This section of the law relates 
to the conditions and procedure that 
an employer must follow to terminate 
his liability for the 2.7 percent (or 
less) payroll tax and other obligations 
under the Unemployment Insurance 
law of this state. The employer, a 
building contractor had‘employed four 
or more persons from April, 1947, to 
January, 1951. During the first quar- 
ter of 1951, and the quarters follow- 
ing, fewer than four persons had been 
employed by this employer. 

The statute provides that any em- 
ployer who has once become liable for 
Unemployment Insurance contributions 
shall continue being liable until he has 
complied with the following conditions 
precedent to obtaining exemption from 
further liability: 1. If he files a writ- 
ten application with the Commissioner 
during the fourth calendar quarter, he 
may be released from coverage as of 


1954 


the first day of the next calendar quar- 
ter, provided the Commissioner finds 
that the employer has not employed 
four or more persons in employment 
within each of 15 or more days in the 
completed calendar year in which the 
application is filed ; 2. If he files a writ- 
ten application with the Commissioner 
in any other calendar quarter of the 
year he may be released from coverage 
as of the first day of the calendar 
quarter following the filing of the ap- 
plication provided the Commissioner 
finds the employer has before such day 
in neither the calendar year in which 
the application is filed nor in the pre- 
ceding calendar year, employed four 
or more persons in employment within 
each of 15 or more days. 

The employer felt that he should 
have been considered non-taxable auto- 
matically upon the reduction of his 
employees to fewer than four on each 
of 15 days during the calendar year 
just passed. He felt that the law was 
arbitrary and unreasonable in requiring 
him to continue subject to the tax for 
an entire year during which he em- 
ployed less than four persons just be- 
cause he had not filed an application 
for exemption with the Commissioner. 
The Court decided in favor of the 
Industrial Commissioner (cit. Leo H. 
Bohling v. Edward Corsi, Industrial 
Commissioner et al., New York Su- 
preme Court, County of Oneida, Aug. 
12, 1953). The Court held that the 
law provided a reasonable and rational 
basis of classification of employers 
subject to the tax, and that the statu- 
tory requirements for obtaining ex- 
emption were reasonable and conducive 
to the efficient administration of the 
law. It cited similar findings by the 
courts and administrative tribunals of 
Maine, Kansas, Texas, and Missouri. 


Federal Unemployment Tax 
Reports 
It should be noted that the Federal 
Unemployment Tax return (Form 
940) due January 31st for the calen- 
dar year 1953, must be filed by all em- 
ployers who employed eight or more 
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employees on at least one day of each 
of at least 20 calendar weeks during 
the year 1953. 

Unlike the procedure for obtaining 
exemption from New York State Un- 
employment Insurance taxation dis- 
cussed above, even though an employer 
had been liable for Federal Unemploy- 
ment Taxes during 1952, or earlier, he 
is not required to file an application 
for exemption from filing Form 940, 
if he had not employed eight or more 
emplovees on at least twenty different 
days, each falling in a different cal- 
endar week of the year 1953. However, 
it is suggested that a “no liability re- 
port” be filed by returning the Form 
940 to the “District Director of In- 
ternal Revenue”, to keep the record 
straight. 

Federal Payroll Tax 

Employer’s Guide 

The new “Employer's Tax Guide” 
has been revised as of January Ist, 


1954. It is also known as Circular EF, 
and is now being issued by the Internal 
Revenue Service to all employers. It 
contains up to instructions for 
the withholding, deposit, payment, and 


date 


reporting of: 

1. Income tax withheld from employ- 
ee’s wages; 
Ixmployee and employer taxes 
under the Federal Insurance Con- 
tributions Act for Old Age and 
Survivors’ Insurance (Social Se- 
curity) ; 
Employer Tax under the Federal 
Unemployment Tax Act. 


It is suggested that members of the 
Society should supply themselves with 
these handy booklets by applying to 
the local District Director of Internal 
Revenue. 
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